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PREFACE 


In this dymmic age banking is also witnessing /npid changes In the 
Indian context, it has been happening most as ours is a developing scciahstic 
economy in which all the major commercial banks, besides the apex insii 
tutions associated with the finance and banking arc in the public sector The 
process of development in each/teld of the economy especially in the sphere 
of finance and banking has to assimilate innovations m the styles and 
techniques, whether imported or indigenous to suit various needs of the 
society The Law’and'Practice* of banking are not two separate things in 
fact, they are the two sides of a tom While it is mandatory that practice 
should abide by the law, eustomafy practice prevails where statutory provisions 
are not yet laid down 

Students m Indian universities have to keep abreast of the latest statute 
law on, and practice of bonking Any hook that can fulfil this requirement 
would be welcome to them The author. looking to the existing vacuum m 
the text books on banking, has tiicd to present a bock covering upto date 
changes in Jaw and practice of banking in Indio Recently, the Banking Laws 
Amendment Act, I9S3 (made effective from the Idth Tebriiary 1984) has 
brought about important changes in the law and practice of banking in the 
country These changes have also been incorporated in the text 

I shall be failing in my duty tf I do not express my sense of gratitude to 
Shn K L Kapoor, who has recently retired as a senior ofiiccr of the State 
Bank of India He was kind enough to go through the manuscript with a 
view to revise the text and make valuable suggestions to make this book 
of use and interest for the practising bankers and other examinees, who 
appear in the examinations cooduclcd by the Indian Institute of Bankers or 
jn other promotional tests held by Che bonks People, who ore already in 
the banking career, can use the book os a helpful guide and consult it as an 
authentic source of Information 


—M M Kotiiari 
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1 

ORIGIN AND FUNCTIONS OF BANKS 


BanVs l\nvc become on mdrtpcnjablc part of our economic life A study 
ffllic origin nnd the functions of binks would help crenic nn atmosphere 
or confidence nmong Uic people directly engiged in the bmking industry 
Any country eng igcd in the development of banhmg can Icirn from the 
repertory of the fist and can add new dimensions to the functioning of 
bunking industry 


ORIGIN or BANKS 

The banking industry, os it is to day, is not a sudden development 
It emerged out of n gradual process of evolution To begin with, banking was 
neither nn industry nor n trade Its evolution shows much resemblance 
With the stngcs In the cvoluiton of money Undoubtedly, the evolution of 
banking started only after the evolution of money had reached advanced 
stagey The contingent and auxiliary functions of money gave rise to the 
business of bonking Several institutions Involved in this business began to 
iiise the word ‘Bank* Tiicre is no unanimity among schohrs about the 
Uer^alion of this word Some say it owes «i origin to the Trench word 
which mems bench Others say that the liahan word 'hanm 
(moniy changer's counter) is the origin of the word ‘bank* There are some 
other Words too, namely, ‘banco' and ‘bancm' wiiii-h arc said to have 
infiiKnced thodcnvation of (he word 'Batik* Ifowever, 'biinQUe' seems to be 
the most plausible source of the modcfn word'bank'because in medieval 
rurope, money changers used to displiy Uieif coins on a bench In the case 
of a f iilurc of any medics nl banker, the 'banco* or 'banque* was customarily 
broken and tlie person doing the business of money lending or money chang 
ing was declared 'bankrupt' (literally broken bench) 

Though tlie word 'bank' was not used ns such in the early periods of its 
evolution yet some rudiments of banking were existent nt that time Around 
2000 n C, Babylonians arc known to have used their temples ns banks The 
people in .ancient Grcctc usid temples of Delphi and other safer places as a 
store house for precious metals which later became centres of money deal 
mgs ‘ The priests acted as financi il intermediaries Tpyptian and Phoenician 
history oho fontim trices of banking In Indu, the ancient Jlmdu 

‘ Alfred Maf»h»ll,.jSfcrtfr, Crnf/i IWS, 29J 
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Bcnplures of Vfcdic period also speak about the money lendiag activities of 

Vaisbya or Vanik conununilies The New Testomenf, a holy part of Christian 
Bible, refers to the activities of money changers m the temples of Jerusalem 
More or less these money changers or money lenders were ‘usurers’ 

Romans also developed banking on the Greek pattern jn the 5th century 

AD Moncy-changmg business then concentnted m the hands of Jews After 

the fall of the mighty Roman Empire in 565 A D , the Jews shifted to other 
parts of Europe London became the birth place of present day banking when 
‘Lombards’ or ‘Langobardi’ or ‘long beards came to England m the Middle 
Ages from the great Italian trading cities* Lombards* business place in 
London is still knonn as Lombard Street The Lombards accepted deposits 
of money from the public and tn lieu charged certain interest from the 
depositors 

BANK NOTES AND CHCOUnS 

Lombards were later compelled to leave the country by Qacca 
Elizabeth and were replaced by native craftsmen the goldsmiths, who 
added dealings in money to their skill in gold and silver works Tliey 
maintained strongrooms and employed watchmen for the safety oflheir 
valuables They charged a fee for the safe custody of articles Later the 
goldsmiths started issuing receipts for the money deposited with them These 
receipts contained a promise to pay the money to the depo'itor or the bearer 
on demand These receipts were icnned as 'goldstniih notes’ and later 
became the harbinger of‘bink notes’ 

Goldsmiths began to fend out part of funds in their possession to private 
traders and to the govcrnmenl by charging some interest When this became 
a profitnble business they adopted it as a regular feature Some of the 
goldsmiths offered interest to depositors m order id attract more deposits 
This necessitated them (0 mainlain regular accounts and issue pass books 
\Vlien the Lombards eschewed banting in England, they left money deposits 
•wfhi 'ftiu %'drfiviufhR.aniL*rrjrr>'(WVt A*«r‘hn;n 

to the goldsmiths Such letters became the forerunner of the modem ‘cheques’ 
In this way goldsmiths laid <hc foundation of modern banking in England 
Goldsmiths got a set back when in 1672 Emperor Charles II, who had 
borrowed heavify from them, repudiated the debts William If! compro¬ 
mised with the goldsmiths by repaying these debts m annuities This re 
established the public faith in goldsmiths which was shaken earlier With the 
restoration of tins confidence, the Bank ofEngland was set up in 1694 under 
a Royal Charter 

INCEPTION OF JOINT STOCK BANKIKG 

The first public enterprise bank, named Bank of Venice, was set up 
in Italy followed by the establishment of Bank 

of Barcelona m 1401 and Binh of Genoa in 1407 ® Another bank, 
The Banco di Rialto, also came up in Venice m 15S4 In other countries 
I E Staden Eoeryday Pconamlcs Pitman London, 29 
»M C Vaish, Sfedern Ejnking, II 
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also a chain of public enterprise banics or public sector banks was established 
In the year 1556, the Bank of Swcdeo was established The Amsterdam Bank 
was set up in 1609 and the Hamburg Bank was started to conduct foreign 
exchange business in 1690 After the establishment of the Bank of England m 
1694, some famous joint stock banks came into existence in England In 1834, 
the London S. A\'estmmster Bank (one of the first big five joint stock banks 
in England) opened its office in London In 1858, the principle of limited 
liability was recognised for banks 

ORIGIN OF BANKING IN INDIA 

The origin of banking in India is very ancient Historians say that 
banking activities were m prevalence during the Vedic period between 2000 
and 1400 B C During the Ramayana and Mahabharata eras money lending 
flourished According to the Hindu law giver, Manu, banking functions 
like accepting deposits, granting loans against pledges and acting as the 
treasurer or banker to the King were being carried on during the second or 
third Century B C The indigenous money lenders, who were known as Jagat 
?eths or Shahs, tvere engaged m remittance of funds of commercial communi> 
ties and in discounting fitindts Between 1197 and 1247 AD, the Jam 
bankers from Ahmcdabad are said to have financed the construction of 
famous Dilnara Temples near Mt Abu tn Rajasthan by accepting hmdit 
The famous French tra\cller, J B Tavernier, who came here in the limes of 
Shahjehan during the I7th century A D , has paid glowing tributes^ to shrofls, 
who existed m almost every village acting as money changers and issuing 
hundts He also refers to financing of foreign trade m India through drawing 
of bills at Sural (Gujarat) The Moghuls gave encouragement to indigenous 
bankers and conferred titles of ‘Seth’ or ‘Jagat Seth’ on them The Moghuls 
had a distinguished coinage system and gold and silver coins were in circula* 
tion Jagat Seths used to act as collection agents for State revenues and as Slate 
financiers m times of need It mas only in the times of Emperor Aurangzeb. 
who was a staunch Muslim that the indigenous banking received a set back 
because charging of interest by bankers was declared immoral 

MODFRN nANNlNG 

, Banking on European lines started in India, when two British 
•.managing agency houses, namefy. Ferguson anil’ Co, ana' Ai'ctano’er 
aifd Co , setup three banks The first joint stock bank was established in 
17S6 in the name of General Dank of India Later the flank of Hindoslan 
and the Bengal Dank were established The Bank of Hindustan could 
continue only uplo 1806, while the other two banks had faiftd earlier Then 
came the era of ‘Presidency Banks* With the sanction of the British Parlia¬ 
ment, the Bank of Bengal (New) was established m 1809 as the first Presi¬ 
dency Bank One fifth of Its capital was contribuled by the State and the 
rest by the East India Co This was followed b> the establishment of the 

‘ ‘AH ihe lewi who occupy thcnuclves wilh money and ctcfiange fn ihe empire of 
ihe Grand Segneur pass fir bcma »ery sharp but in India they would scarcely be 
apprentices to these changers'—J 0 Tavenuer 
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Banl orBombay m 1840aocJ ihe Bank of Madras iq 1843 as Preideoj^ 
Banks hanging their total nainber to three 

The Presidencj Banks continued upto the j ear 1920 The Imperial Bank 
orinducamc into existence on 27 January 1921 It acted as apnmme 
central bank of the country, as a treasurer of the Gosemirent, as an agency 
of note-issue, and as a bankers* bank With the passing of the Rcsen'c Dank 
of India Act, J934, the Rcsenc Bank oflndta came into existence on I Julv 
1935 and consequentls the ImjvTial Bank was stripped orse%cra] crsiral 
hanking functions which It was exercising till then Thercaficr. it functioned 
as the leading commercial bank of ihe country and acent of the Tlesen e Bank 
of India It became the first public <ccior commercial hank of the couniry and 
rcchrislened as the State Banl of India from 1 July 195^ Eiaht banks 
set up by the erstwhile PnneeN States of Bikaner, Jaipur, Indore, \fysofe 
Patiala. Tratancore, Hyderabad and Saurashtra joined the State Bank of 
India group in 1959 as its subsidiaries. 

The Presidency Banks did not make ouch headway in the <pbere of 
banking in India The stalwarts of the Stradjshi MoiTment in India, like 
Lala Lajpai Rai, Babu Purushotiam Das Tandon and Sardar Dayal Sinch 
worked inteosucly for the establishment of a national hank entirely with 
Indian capital and manaceraent by the Indian people The Punjab National 
Bank Ltd, rras established in tS951>> the efforts of the aforesaid persosshties. 
Dunng the boom p*nod of 1936-1913 some mere eroinent hanks came into 
extstenee, namely, the Bank of India the Central Bank of India, the Back 
of Baroda and the Peoples Bank of India. 

However, these Indian joint stock hanks had to face touch competitioa 
from their English counterparts Altbouch the Swadeshi kfovement of 1906 
gate a philip lo (he esiabliihtnenl of more and more Indian banks, the World 
War I doomed the Indian Kinking to failure, 87 hanks failed dunne the years 
1913-17 and 84 hanks failed dunne 1919-25 The failure could be aiuibnted 
to the ineepencncc of Indian bankers in condoeJinn hankinc in the European 
style Also the factor* of unsound manaccmtnX and malpractices were res¬ 
ponsible fbr this debacle The Second World War acam besfowed a Kwriir 
penod on the Indian hanking but the ill-conccned partition of Che country 
m 1947 again gate a jojf and created heaps of problems for tbe bankers and 
the masses as w ell 

blost of the joint stock banks were established under the provisions of 
the Indian Companies Act, 1913, amended in 1934 Keeping tn view 
ibe public opimon in favour of a separate letislalionand the complaints 
raised acainst and drawbacks pointed out in the existin' leculation, tie 
Government of India passed a Banking Companies Act, 1949 (bter its oame 
was changed lo tbe Banking Regulation Act) 

The post Independence era has seen addition ofscvcral oew chapters 
and attainment of several milestones m the field of Indian bankinc. TbevraTc 
of bank nationalisation swept tbe country in the late sixties and on 19 JoK 

1969, 14 leading joint stock banks were nationalised brinaing SO per cent of 

the country’s banking business under public sectoi Agam on 15 Apnl 1980, 
SIX major joint stock banks were nationalised The public sector backmg 
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n6w covers i)S per cent of the total banliing business in India Besides, 
cst-xhlislimcnt of regional rural binks co operative sector banks, land deve¬ 
lopment banks industrnl development b-ink and an export import bank have 
added new dimensions in the banking industry The Reserve Hank of India 
is well coordimting (he banking ictivilies and regulating the currency and 
credit according to the economic md rmanent needs of the country 

FUNCTIONS or A DANKER 

Every bank has to perform certain functions Unless otherwise slated, 
the term bank represents a commcrcnl bink Function of t bank may be 
broadly classified into two citcgorics ie, (1) primary functions, and 
(2) secondary or ancillary fimclions 

pRfSMRV rvsevosa 

Those functions on which n banks viibihty and existence depend arc 
called primary or rmin functions The prurnry functions of a bank—accepting 
deposits and lending investing funds so accepted—arc defined in Section 5 
(lj(b) of the Hanking Regulation Act, 1949» Section 6 (l)(n) of this Act 
specifies other forms of business which arc essential for a banking company 
Accordingly no banking comp my cm obtain i licence from the Reserve Dank, 
under section 22, of the same Act, unless jt undertakes to carry on the 
‘banking business’ in India is defined m the Act 

Following arc the primary functions of a commercial bank 

1 Acceptance of Deposits This »$ the oldest function The Jews 
and goldsmiths Ind started banking by accepting deposits Even to day banks 
accept deposits of money from the public These dtposiis may be repayable 
on demand or on the expiry of n fixed period Deposits arc ’icccptcd on 
various types of accounts, namely, current nccount swings bank account, 
home safe account and fixed deposit account H inkers pay interest on such 
deposits The longer is the period of deposit, the grv Ucr is the rate of interest 

2 Leiuliug Alaiiei This is tin, second most important function of 
commcrcnl banks Receiving deposits md lending of funds arc the traditional 
functions and arc the core of banking activity The dilTcrcncc between 
interest rates on deposits and on lendings is the source of bank revenues 
Nearly 75% of operating revenues arc derived from the lending functions 
Borrowers arc usually customers of the bank who have short term needs of 
funds and are ready to olTer a collateral Danks do not usually lend hard 
cash Instead they allow oNcrdnft facilities or power to draw cheques or 
discount bills of exchange under approved limits 

3 Imesling Finufs Hanks also undertake employment of surplus funds 
by investing m gilt edged securities, shares, debentures and bonds As the 
ownership of such funds vests m the depositors, the banker making the 

■To quote Section 5(() (b) of the ItanLInfi llcgufatton Act lOSO AbantershouU 
enpaje in acecrling f n the purpt sc of lenil ns w imcstnicnl of tleposii* of money from 
the public repayable on demand or oil erwise and w It t]ra\sjble by cheque draft ord^^r 
or otherwise' 
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imestment has to remain quifccauiicnis lest bis moQCN should be lost m Ibe 

temptation Tor high earnings. Certain statator) requirements of hquidifj 
base also to be taheo into account 

4 I^fndcnns t aria IS 5fmces to ttistorrers As soon as the customers 
lodge their monej deposits mth the tun}., ihej become account holders 
Bankers undertale to paj cheques and bills of tscliangc drawn or accepted bj 
their customers SimilarU, cheques drafts, bills, hundis and other docammls 
are collected in fasour of account holders BanJ.s aim follcn Manding 
instructions from their customers to paj jniitraoce prem/unj, tu hafrihf) 
and membership fees eta, rcgularh 

5 Credit Creetipn This is a sital fuoclion of commercial bants Out 
of total demand and time deposits binls retain a certain proportion of it as 
cash reserves and the remaintngis lent out The fund, <o lent out, in due 
course, accrue again as deposits either nilh the same bant or with another 
bank ' The repetition of this process throughant the hanXtng ss’sicm as a 
whole leads to the creation of more credit This is called a phenomenon of 
‘Multiple Credit Creation' The actual ecteot of credit creation much depends 
on how the people have dev eloped banling babit among themselves and bo”v 
thej tale to use of cheques m the setllemeot of irsnssclions 

6 Jvmitiaree «//undj Banks remit laonev from one p’ace to another 
place at the request of iheif customers and ooD-custoiDert Banks 
jstue, «hen requested, letters ©f credit, travellers cbequ'S and erreujar notes 
m favour of Ihcif customers 

Soire banks transfer funds to fcarctrcquitemenis of their* *ter branches 
Banks abo arrange to remit noocj under the ‘Remiltarcc Facilili-s Scheme* 
of the Reserve Bank of India 

7 Dealips in Fereipt Exehcv^c Within th* provisions of the Foreign 
Exchange Regulation Act cotaroercal banks ucieiiale buvirg and *»lltns of 
foreign exchange ‘at <pol or forward rates’, as prescribed b> the Re'ent 
Bank of India from lime to time Onlv such banks, not all. as have been 
granted lirences b\ the Reserve Bank to deal lo foreign evchan^c can uader- 
taf c all Opes of foreign exchange tranraclions jd perroisvible curreacics. 

S Dealing in Scairities Comtncrcial hank's can acquire, hold or under> • 
Ante slocks, shares, debentures, bonds etc , at the instance of the cunomcr 

9 A'eep.ingscfe evsrodi of lafjsbles vr frondirg I’x-lers A bank 
may receive all kinds of valuables for safe custody on certain charges from 
the customers ^STiere possible, banks may aho provide facility of safe 
deposit vaults or lockers to its enstomm against payment of the agreed rent. 

SECOSDARV ORA^aU.AR\ FUNCnONS 

Besides the raaio functions, banks have expanded their actirttie, to cater 
to the varied needs of Ibcir custemers. Hiese functions add lo the utility of 
and provide additional avenues for iheir revenue. Sec*]oa 6 (I> (b to o) 
of the Banking Regulation Act, 1949 «tets out other fornis of business la 
which hanking companies may engage The follomrig are some important 

V PifBcrlori erJ H orkvtg cf ihe Rererre cf Ind-a, 19*0. 32. 
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forms of ancillary business 

(1) Acting as agents for any government, local authority or any other 
customer 

(2) Contracting, negoliatiog and issuing public and private loans 

(3) Managing issue of shares or debentures etc 

(4) Carrying on guarantee and indemnity business 

(5) Managing, selling and realising any property m Us possession in 
satisfaction of any of its claims 

(6) Dealing with any properly received as security against any loan or 
advance 

(7) Undertaking and executing trusts 

(8) Administration of estates as executor, trustee or othersvisc 

(9) Acquisition, construction or maintenance of any budding or works 
necessary for the bank 

(10) Dealing with rights and property of the Bank 

(11) Doing all business incidental or conducive to the promotion of the 
banking business' 

RESTRtCTION ON ACTIVITtES 

Certain restrictions have been imposed on the activities of commercial 
tonfes lest they should engage m non-binkmg business thereby weakening the 
fabric of the banking business Itself for wlitcli they were originally licensed 
Section 6(2) of the Ilmking Regulation Act, 1949 lays down that ‘no banking 
company shall engage in any form of business other than those referred to 
m Section 6(1) ’ 

Section S of the same Act prohibits a banking company from buying, 
selling or bartering of goods directly or indirccily or engaging in any trade 
except when it is undertaking administration of estates as executor, trustee 
or otherwise under Section 6(1) (i) 

However, in view of the changing circumstvnccs certain restrictions on 
commcrcnl banks have been relaxed As in Western countries the ‘Scheme 
of Equipment Leasing’ shall be now m vogue, wherein a commercial bank 
can purchase equipments, eg, tracton, harvesters, drillers etc and lease it to 
the users The Provisions of Section 8 of the B R Act have now been 
amended m 19S3 * Accordingly provisions of this section shall not hit the 
business which the Central Government may specify under the Section 6(l)(o) 
as a form of business m which it is lawful for a banking company to engage 

Though the Banking Commission (1972) had also suggested issue of 
negotiable certificates of deposits by the commercial banks through bringing 
a suitable amendment in the Negotiable Instruments Act, 1881 and thereby 
providing protection to bankers in respect not only of cheques etc , but of 
such certificates also But the Government of India did not accept this 

»The Hanking Laws Amcndmcnl Act l933(No 1 of 19S4) has now provided wide 
powers to the Ccntfil Government uniler Section <i{l)(o) read v'llh Section W to allow 
a binkiflg company lo form a suhsidury company for underlakins equipment leasing, 

hire purchase business and merchant banVing 

* Vide Banking Laws Amendment Act, 1983 
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suggestion 

Thus, the functions of n comroercial bant, jnust be adaptab/c to changing 
needs of a dynamic society The lass should create a congenial atmosphere 
in the nay of implementation of new schemes which arc contfuewe to the 
business of banking and the economy of the country as a whole 

ECONOMIC AND MONETARY JMPLICATJONS OF 
MODERN BANKINC OPERATIONS 

Banks arc considered a sine qua non for the modern society because \\ ithout 
finance nothing can be done and wilhot/t banks finance cannot be obtained 
Esen in socialist countries like USSR Yunoslasw and China banks are the hub 
of all the financial inflow and outfiow In a developing country hie India 
where banks have been springing up m metropolitan urban and farflung 
rural areas alike, all the segments of the society are affected by the style of 
functioning of banking industry The economic and monetary implications 
of modern banking operations must bcwcUundcrstoodnotonlybylhrse- 
who arc directly engaged m the banking industry but also by those who are 
influenced directly or indirectly by the bank finances 

ECONOMIC IMPLICATIOSS 

Banks arc acknoHledgcd insffoments of the economy of any country 
They cause signidcant changes m the micro and macro economic sanables 
like sasings investment, income,consumption and employment etc within the 
country Tlie economic implications of banking operations may be studied 
under the following points 

(i) The savings bank account departments of commercial banks gather 
funds from modest savers and make themavailabic to the borrowers in the 
form of real estate mortgage pledge, hypothecation and other loans Banks 
develop thrift habit among the people thereby increasing the total invcstible 
savings in the economy 

(fij Commercial banks bring an increase in the real investment or in 
the accumulation of real capital goods When bank's grant loans to borro¬ 
wers a sequence of events is set m motion* Borrowers set out to buy 
supplies and cquipnic il they need to expand their business operations If 
the capital goods industries whose products are wanted are operating at less 
than full capacity, such purchasing by the business borrowers leads to an 
increase m industnal output Thus, expansion ofbank credit makes possible 
an increased supply of productive equipment 

If the situation is of •full employment'then increase in bank credit will 
not increase output of capital goods Instead, some spheres in the economyr 
must curtail consumption so that the borrowers’ demand for supplies and equip¬ 
ment may be satisfied Under such conditions borrowers’ spending can only 
raise the cost of capital goods, labour and raw material Consequently, the 
cost of consumer goods muM rise which will compel consumers to reduce their 
consumption This reduction in consnmplion may sometimes result in ‘forced 

iRolUnG Thomas Our Afodern BtaAins aatl Montiary Si stem, PrtTillft Kiil tO 
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Savings* 

(rfO Borrowings from commercial banks may mfluencc incomes Under 
the condilions of under employmcnl or depression the added output makes 
possible capital accumulation without a reduction in consumption The addi 
tional money spent on investmtnt creates increased money income, workers 
receive more wages and salaries and business profits rise 

MONETARY IMPLICATIONS 

Bankers are not only lenders but they also create money Sayers* 
once said, banks ate not merely traders in money but also important mann 
faciurers of money ’ Commercial banks transact m money by accepting 
demand and lime deposits from the public and making loans and investments 
out of such deposit funds On any normal working day banks use depositors’ 
money plus their own (nominal) funds in such a way that total withdrawals 
or total deposits Bn close to zero or if the withdrawals exceed dspcsits, 
they meet such difference from their own cash reserves or other standby 
facilities from the Reserve Bank Creation of money may occur (/) m the 
form of demand deposits, or»«) ibrough monetization of borrowers' debts 
1 Demand Deposits Taking India's example where‘mtiltiplc banking 
system’ is prevalent, we proceed with the following assumptions 

(fl) Reserve lequireniems for every bank undei SLR and CRR ate 40 pet 
cent of the demand liabilities of a bank 
(£) All (ho banks make full use of (heir lendable funds 
(c) Cuslonieti are desicoua to borrow entire amount of lendable banking 
funds 

Thus, if commercial bank‘A’has demand deposits of Rs 1,000, 40% 
of it will be retained as reserves and remaining Rs 600 will be lent to its 
borrowers Borrowers will issue credit insirumenis, say, cheques on their 
banker utilising the amount inslrvments so drawn will be deposited m 
Bank ‘B’m the form of demand deposits Thus, Bank ‘B will obtain deposits 
of Rs 600 and again keep 40% of it as reserves The net lendable funds with 
bank‘B’would be Rs 360 If these funds are also lent to its borrowers, 
this may again result into demand deposits m bank 'C If this sequence goes 
on to banks‘O'and 'E', the total credit creation m the banking system 
would occur m ihc following way _ 


Bank 

Ret addiWona) 
(mofiey demand 
aeposiU) 

Net addilioca) 
loans 

Net additions 
to reserves 


Rs 

Rs 

R$ 


icon 

eotv 

400 

Back B 

600 

360 

240 


360 

2)6 

J44 

Back D 

216 

i;7 6 


Bark B 

1»6 

TT t6 


Total bankins credit Rs 

23056 

i 3?3 36 

922 21 

Tola) creali w of erfdit Ri 

1 3056 

7M 36 

522.24 


•R S SayerJ Modem Banklitr>^ 
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2 Monetization of Sorrowers'Dcbli Creation of credit by commercial 
banl.s may also be understood in ihc Torm of monetization of borro^^ers’ 
debts. The net cfTect of‘demand deposits'IS same as that of monetization 
of debts There is only a slight diltcrcnce of terminology and certain presump¬ 
tions When commercial banks lend funds to borrowers, they, m fact, expand 
cheque facility accounts Rollin G Thomas says, ‘a borroner of good 
credit standing can be thought of as ihe possessor of potential purchasing 
po«cr ’» A borrower holding account with cheque book facility may be able 
on some occasions to exchange his promissory note directly for the commodities 
he wishes to purchase Such possibility exists more and more where the seller 
thinks that the buyer's note is •bankable*, that is, it can be sold to a bank in 
exchange for cash or credit Tlic other short cut may be that the borrower 
issues bts cheque on his bank accouni and trades it with the bank for the more 
highly acceptable Demand DraR (D/Ds) of the bank For this sen ice the 
borrower IS Willing to pay some bank charges, beciusc he is now in a 
position to purchase productive capital resources in exactly the same way 
as would a man, who had borrowed from the savings bank funds deposited by 
voluntary savers 

Thus, either by causing demand deposits or by monetizing borrower's 
debt banks may expand supply of funds available lo borrower so I 005 os 
there IS an adequate supply of caccss reserve cash In oibcr words, oppor* 
(unities to business communities to borrow are not tied down to the'thrift’ 
accumulations, instead they are utilised repeatedly Banks naay eventually 
destroy a part of credit creation by allowing the borrower to pay cheque to 
the banker in payment of his debt 

Credit creation by banks depends upon the following factors • 

(j) quantum of legal tender money in circulation in the country, 

(/i) development of banking facilities and banking habits, 

{tit) cash resources with the banks, 

(ii) adequacy of scaintics, 
fi) minimum statutory reserve rcquircincms, 

( 11 ) stage of economic development in lire TOunlry, 

(vii) kind of trade cycle, 

(nil) Central Bank’s monetary policies. 

(fx) political condition* ra the counliy, and 
(x) quantum of foreign assistance, etc. 

SOCIAL RESPONSIBILITIES OF BANKS 

In a democratic state like India, welfare of the general masses gets 
the highest importance in almost every sphere of the economic activity in the 
country. So far as the government undertakings arc concerned, they generally 
adhere to the motto of ‘no profit, no loss* in thwr services, wbalev er be their 
service to the society Private undertakuigi, corporations and banks too 
have to fal* with the Government policies and pnontves so that the 


‘ Rotlm G Thomas, op clt , 78 
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motto of‘service to tlic society'K properly accomplished Where (he latter 
fait m tins respect, the government hive to like measures like social control 
and nationalisation of such undertakings 

The word ‘responsibility’ means the sense of answerability for all acts of 
thought and conduct Any corporation, business undertaking or bank has to 
carry on Its activities m a society. A society‘is an aggregitc of individuals, 
and interest groups’ The socnl responsibilities ofn business or a corpora¬ 
tion refer to the obligation of business to pursue such policies or to make 
such decisions or fo/olJow those hots of action which are consistent in terms 
of objectives and values of our society > Binks arc corporate citizens and the 
awareness of responsibility on their part tow irds the community or society 
helps them extend more and more finincc to the hitherto backward and 
economically weaker sections of the society This creates a congenial atmos¬ 
phere of equaht/ and justice m the socaly As such, banks have now to 
work on the principle oftruslctship, relinquishing the motto of profitability, 
and make the fullest possible use of their hiinmn and money resources, for 
the welfare of the society the) serve Bank’s ow n good is m the welfare of 
the society and not only in its own profits 

The social responsibility of the banking industry has been studied in 
relation to its 

(1) Depositors 

(2) Borrowers 

(3) Emplaces 

(4) Society 

(5) Government 

(6) rcitow bankers 

1. RCsroNsintLiTa. to titr DcrositoRs 

(ij) A Kankir must mobilise deposits on a massive scale throughout the 
country and not in big cities and large towns only 

(6) Techniques dififsrcnl from those practised in big cities maybe 
adopted in mobilising deposits from the rural population 

(c) Banks must mobilise deposits from agricultural classes having capa¬ 
city to save and having surplus funds 

(d) Different deposit mobilization schemes must be introduced to suit 
different classes of depositors 

' ftt) A banker must put forth hard work to reach small potential deposi¬ 
tors scattered all over the country. 

'(/) Banks must inculcate sound banking habit m every Individual 

(g) Banks must ensure an adequate level of return to the depositor. 

2. RESPONSIDILITY TO THE BORROWERS 

(fl) Banks must lend funds to the borrowers engaged m prcductive 
cndeivoiirs of diverge kinds, irrespective of size .md socnl status of 
the borrower. 


I \ asint Desal, Indian BanXint, Pfature and PnbUmr, 125 
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{b) A pTcrerenUal lending must be undertal'en in respect of borroVrCrt 
from hjtberlo neglccled sectors namely, agriculture, cottage and small 
scale industries, CTporls and transport e!c 

(c) Banks must assist persons from economically speaker sections and 
bickstard areas so that they become self sufTicjcnt r\jth their oun 
cfTorts in the long run 

((f) Security must not be insisted upon in respect of pnonty sector 
lending 

(0 Borroiiers must be gi\cn a couneous customer service 

(/) The end use of credit must conform to the overall national objec¬ 
ts cs 

3 RESPONSIBJUTY TO THE EMPLOYEES 

(<j) Banks should provide suitable working conditions including light, 
water, air, safety etc. to its employees 

(6) Banks should keep tlicir stiff acquainted with the latest banking 
techniques, rules, regulations and banking laws m the country 
(c) Banks should provide positncmoiisaiion to their staff forefSejcnl 
working 

(if) Banks should soheali disputcsmih lhcircmp!o)ees(hrough peaceful 
negotiations 

(c) Eiery bank must arrange training facilities either at its own traiaiog 
college or at tlic staff training college run by fellow basks or by the 
Reserse Bank 

4 RCSPONSIDILITY TO THE SOCtCTY 

(fl) Banks must pros idc improied and extended sersice to the general 
public 

(,i>) Esery banking enterprise must render sersices which fulfil a socio¬ 
economic purpose 

(r) Barks must assist the continuous dcscicpment of agncullute. industry 
and other spheres 

(ef) Banks must provide funds for dcsclopmcnt of the potentialities of 
the areas of their operations 

(e) Banks must sustain ard ge 0 erale gainful empIoyiBeat in a direct or 
indirect manner in the society 

(/) Banks must encourage deserving entrepreneurs and contribute to the 
development and growth of all backward areas 

(g) Banks should take the responsibility of distributing the surplus 
earning for social good of the community 

5 RESPONSIBILtTY TO THE GOVERNMENT 

(a) Ewry banking enterprise has a responsibility to assist the State in the 
process of socio-economic development of the country 

(h) Barks must sene as a cafalj-st m the \iab1c deielopmcnt of as many 
sectors of the economy as posnble 

(c) Banks must CO operate with the Plaooing Commission by allowing 
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selective or flexible credit to priority and neglected sectors > 

{d) Every bank must undertake branch expansion in the unbanked/ 
underbanked rural and semi urban areas 
(e) Banks must assist the Government in various schemes such as food 
procurement operations, national rcconstruclion ptogramme, 
I R D P , housing schemes and so on 

6 nespONSiDiLiTY to the fellow bankers 

(a) Every bank has a responsibility to co operate with its fellow banks 
and not to engage itself in any cut throat competition with them 

(b) It must assist other banks in collection and clearing of cheques etc 

(c) It must furnish credit information m respect of borrowers to the 
fellow banks 

For proper discharge of the above obligations banks must adopt 
many dynamic changes relating to policies, organisation, functions, and 
methods etc To quote the Banking Commission (1972), ‘The essential 
attributes which a banking system should possess are flexibility to adjust to 
economic and social environment, receptivity to innovation disposition to 
emphasise opportunities rather than problems, courage to take calculated 
business risks and awareness of obligation of banking system towards econo* 
mic development of the country * 
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BANKING SYSTEM IN INDIA 


Tbe Structure of Indian baokiag as it exists todaj has esohedslowlj 
and sfeadiJj Jnitiallj the stnicture of Indun baaliag w as s csj simple It 
inctuded onI> a few banis ubose simple function was to accept deposits 
and lend moaej B> and bj, bants of seaeral t\p*s ha\e cone into ens- 
icace Nos\ the structure has become a complex on“ as shown below 


TflE IKDIAn nAKkrSG SYSTEM 
(Siruduic)* 
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Organised SeeiDT of Bankwg In India it ijotemsueariy$S percent of 
the total banliDg operations m the coumo It remains sensitite and 

* It wfll be observed that both Ibe rsoney market aad baakias m India ha' e or^snissd 
and Tiaorganised sectors la India 

■Hie Bankicg Commission mils R«yorr in 1972 has recommended ladusioa of all 
finanoal lastitodons eoeased in lendiogbusifiessani all lasucutjons accepting deposits 
from the public CoDScqueDiJj the RBI has beoi csems Qg coctTil oier all faxanal 
TOO-bankiDS and tioa-£ca8«aJ aon-baidangeos^states. 
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responsive to the Government’s plan objectives priorities and credit policies 
The developmental activities in the economy arc greatly influenced by the 
method of functioning of this sector 

This organised sector includes all the member banks of the RBI, all post 
offices engaged m operating post office savings bank accounts under the 
schemes of National Small Savings Corporation and all financial non banking 
and non financnl non banking comp'inics Under the Companies (Acceptance 
of Deposits) Rules, 1975, non financnl companies are entitled to accept 
deposits from the public upto 25 per cent of their net owned funds ‘ 

Unorganised Sector of Banking It includes chit funds, nidhis, hire* 
purchase establishments and investment companies It is a very small sector 
and has no conspicuous impact on the functioning of economy of the country 
Yet the Government of India in consultation with the RBI have either tried 
to extinguish its various constituents or to regulate them m order to protect 
the interest of the general public involved with them through deposits As 
a fdllow up action on the recommendations of the Raj Study Group, the 
Government passed a Prize Chiis and Money Circulation Schemes (Banking) 
Act, 1978 which became operative with effect from 12 December 1978 The 
RBI has drafted model rules which the State Governments could adopt for 
the speedy winding up of chit funds and nidhis Upto the end of June, 1978, 
21 State Govcrnmcnts/Union TerritorivS had adopted such rules 

Still various bodies engaged in ‘Hire Purchase Financing’ and various 
investment companies could not be brought under the purview of some 
legislation for keeping a check on their unhealthy practices 

The Rcser\e Bank of India The Reserve Bank of India Act was 
passed in 1934, and the Reserve Bank of India was established m 1935 
As back as in 1920 the International Financial Conference held in Brussels, 
recommended setting up of a central bank in each country for ensuring the 
efficient functioning of banking system in the couniry Since then there had 
been repeated dk.mands m this country for the establishment of a central bank 
In 1913, Lord Keynes was also mfivour of a central bank for India 
The Royal Commission on Indian Cumneyand Finance, 1924, popularly 
known as 'Hilton Young Commission’ also joined tbc same line of thinking 
The Reserve Bank of India was established as a 'central bank’ with an 
initial capital of Rs 5 crorcs as a shareholders’ bank It was nationalised m 

1948 Its hands were strengthened by passing of the Banking Regulation Act, 

1949 It has been conferred wide regulatory poMcrs on the Indian banking 
It Ins purged the banking system of its unsavoury elements It has acted as 
a lender of last resort and a Govcrnmtnt’s bank It has soL powers to issue 
and control circulation of bank notes It enforces credit policy os decided by 
the Government of the country It manaecs clearing houses and trains 
banking staff It is also a custodian of foreign exchange resources of the 


‘ The survey of deposiU with non banVinj compin cs st on 31 March 1977 has 
revealed that total depos Is and exempicil loans of Rs 10J8 ficrores were held by 354S 
non fitvancut cocnoides Rs 611 3croresby 1497financial companies and Rs 85 crorcs 
were held by 7S6 miscellaneous non banking companies 



16 Tfte L<7 h and Practize of BirX mg fa 


countrj It atranges remillatia of funds and ondertaUs insparlion of 
mcmbot banks Eslabbsbmenl of Ibc Smit Bank and us subsidiancs, 
oalionalisalion of 14 major banks m 1969 and subsequently of 6 banks in 

1980, sesling of regulatory posters on co-opcraliie banks bate all made tie 

gnp of the Rescne Bank of India stronger otet the organised banking of the 

COUDljy 

Licensed Banks and A'on tleensed Banks Any banVmg company, 
Indian or foreign, intending to carry on banlmg business in India, must 
obtain a licence from the Resent Bank The Resene Bank of India is 
empowered 10 issue licence to the applicant hank and »t maj impose such 
conditions as it may think fit under the provisions of Section 22 of ihe Bank¬ 
ing Regulation Act, 19-49 

Non licenced banks are such banks as arc operating m India wilhout 
obtaining any licence from the Reserve Bank of India under the Banking 
Regufation Act, 1949 An applicant company which has applied far the 
licence but the Resen e Bank of India has tiot mfomied it of not gumg a 
licence shall be know-n as a 'non licensed bank' 

Commeretal Banks Joint slock companies established as banks and 
accepting deposits from the public and providing credits to businessmeD, 
small entrepreoeurs, self emploved persons, ariisaos, handicapped persons and 
persons of economically weaker sections are termed as ‘Commereial Banks’ 
These backs also render a host of other serv ices such as leepicg safe custody 
or\aluables, providing safe deposit lockers, remittance of funds, payment of 
rent, rales and insurance premia, as per the standing instructions of the 
customer, and so on The number of scheduled commercial banks in India 
has been increasing steadily ‘ 

Scheduled Banks and A'on schrdufed Banks The RBI has classified 
Its member banks into ivvn calcgones A bank which is included in Ihe 
second schedule to the Reserve Bank of India Act, is a Scheduled Bank A 
bank may be included in the second schedule by ihc Resene Back of India 
by a notification in the Gazette of the Govermneot of Indo on the fulfilment 
of certain conditions under See 42 (6) of the same Act. namely 

(a) Its paid up cnpital and reserve roust aot be less than Ks 5 lakhs 
(f>) Its affairs are not being conducted against the depositors’ interKts 
(c) It must be a State-Co-opei3liie bank or a company as defined in 
Section 3 of the Companies Act. 1956 or an inslitution notified by 
theCentral Government in this behalf or a corporaiion or a com 
pany incorpoTted under special Acts* m India or by any law m force 
outside India 

The Reserve Bank of India is empowered to accept or reject a bank’s 
request for inclusion in the Schedule Ibc RBI can also suo moto direct that 
a bank be inctuded m the schedule even though the bank concerned may aot 
bave appbed m this respect » The Reserve Bank of India may come to this 

* From 73 in I9'a-7I il has gone up lo 212 la 19S2 S3 

* The State Bank of lodii, iis mbiidianss awl the nationalised hauls are iBCleied 
IQ this category 
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conclusion on the basis of information available with it as a result of 
inspection of bank concerned, and/or from the returns submitted to it. by the 
concerned bank The scheduled banks are allowed facilities of cheap financial 
accommodation and remittance of funds at Concessional rates At the same 
time these banks ha\e to fulfil ccttim obligations Each bank has to mam 
tain statutory reserves with the Reserve Bank of India, equal to 3% to 15% 
(9% from 4 Feb 1984) of its demand and time liabilities and submit the pres 
enbed returns nt stipulated intervals * By the end of June 1983, there were 
212 scheduled banks in India which included 8 banks of the State Bank Group, 
20 nation iliscd banks, 26 state co operative banks and ISS other banks 

A Non Scheiliiled Bonk is a bank whose name has not been included in 
the Schedule to the Reserve Bank of India Act or whose name has been 
excluded Jherefrom by the Reserve Dank of India Every non scheduled 
bank IS required by 5cc/ion 18 of the Banking Regulation Act 1949, to main 
(am cash rcscn.es either with itself or with the Reserve Bank of India or with 
any other Dank notified by the Qovernmeni of India These reserves may be 
partly in cash and partly in such accounts These reserves must be equivalent 
to nt least 3% (9% from 4 Feb 1984) of iis total time and demand 
liabilities Every non scheduled bank must also submit a return showing the 
amount so held on the prescribed days Names of such non scheduled 
banks are included in the approved list and therefore these are also allowed 
rcmiflance focilities at concessional rates The number of non scheduled 
banks ri.diiccd' from 256 in 196! to 12 in 1971 and to 4 m 1983 The 
reduction in the number of non scheduled banks was as a^ptruli o^malgama 
tmn or liquidation of various banks which took place because of duficuliies in 
complying with the paid up capital and reserve requirements under the 
Banking Regulation Act, 1949 

Nationalised Banks The process of mtionalisntion in the banking 
sphere started as back as 1948 when the Reserve Bank of India was 
converted from a slnrcholJcrs bank to a government bank The passage of 
the Banking Regulation Act m 1949 brought more powers in the hands of the 
Reserve Bank of India and the government for the take over of banks 
Commercial banks which did not serve (he social interests and functioned 
below the expeclalions of the Central Government, were nationalfted 
The major nationalisation events took place in the banking sector m 1955, 
1969 and 1980 respectively To day the nationalised banking industry con 
trols 92 per cent of ihc tola) banking business in India 

(0 The Slate Bank of liulia The State Rank of India is the biggest 
commercial bank to day It bears ils origin from the ImpenaJ Bank of 
India which was formed m 1921 by the amalgamation of three Brcsidency 
Banks namely. Bank of Bombay, Bank of Madras and Bank of Bengal 
The Imperial Bank was not empowered to issue currency notes and 
handle foreign exchange, jk-t it retained government balances through* 
out Ihc country It had. by 1951, major influence over the banking 
scene of the country, controlling nearly 205i of the total deposits through 
*\iJcgirtrieI.ou-» tnenhieniAet I9S) (No 1 of 19 S 4 ) has made ihc lubromion 
of returns forinightly Previous lo that it was weekly 
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its 391 brandies spread throughout the country Thou|h jt was noi 
the central bank of the country, still it performed some funclioos of a central 
bank by rediscounting of bills and hundis and proMdmg remittance of funds 
facilities to commercial banks It also managed the public debt and clearing 
houses till the establishment of the Reserve Bank of India in 1935 
Till 1951 the Imperial Dank of Indra was having monopolistic control 
over the banking sisicm of the counln * The All India Rural Credit 
Suney Committee under the chaiimanship of A D Gonvala, recommended 
to the Government in 195't for the creation of. ‘one strong intecrated 
state-sponsored, state partnered commercial banking institution with an 
efTecine branch sjsteni spread over the whole coiintn ’ The Govern 
meni of India decided to implement the recommendations of the Gonvala 
Committee b> passing the Slate Bank of India Act. 1955 and bringing it in 
force from I July 1955 Consequentlj all the assets and the liabilities of the 
Imperial Dank were tran’fcrreil to the State Dank of India. The objective of 
the State Bank as stated m (he preamble to the State Bank of India Act, 1955 
is’eTtension of banking facilities on a large scale more particularlv tn the 
rural and semi urban areas ’ Since its establishment, the Bank has made 
phenomenal progress m opening more and more branches m the unbank- 
ed rural and semi urban areas The number of branches bis increased from 
mere 466 on 30 June 1955 to 5733 00 30 June J9S1, further to 60S3 oa 30 
June 19S2 and 6434 on ^0 June I9S3 

{») 77ie Subsidiaries cf the SBl The Gorwala Committee had also 
recommended take over of 10 banks being run in the names of the former 
princel) States of India Rut because of go slow pohe> of the Goverement of 
India, nationalisation ofihese banks could not be done aloogwith the nations! 
isation of the Imperial Dank of India With the passing of the State Bank of 
India (SubsidiatyJ BanksAciori959, the followincSbanks (their names denote 
the erstwhile sponsoring princely Slates ami major areas of operation) were 
taken over as subsidianes of the Stale Bank of India 
State Bank of Bikaner 
State Bank of Jaipur 
State Bank of Patiala 
Slate Bank of Indore 
Stale Bank ofSaurashtra 
State Bank of Hyderabad 
State Dank ofMysore 
State Bank ofTravaneore 

I.ater on, State Bank of Bikaner and Stale Bank of Jaipur were made a 
single unit because both of these fonclioned in the same State, i e , Rajasthan 
Thus, there are seven subsidiaries of the SB! whicJi are non kDowu 
as ‘Associate Banks’ Tlie SBI is empowered to give directions or 
instructions, as it may think fit, to any or all of these subsidiaries in regard 
to iheir affairs and functioning which the latter are bound to comply with, 
■jliecbairriiac of the SBI is also ex officio chairman of these ‘Associate 

*L ANalickutnar, Operanons pf the Rtseree Ihnk of India, 1935-54, 10 
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Banks’ The provisions of the Banbng Regulation Act, 1949 also apply to 
these banks m all matters not covered by the Subsidiary Banks Act of 1959 
There is no State ownership in these banks The major share holding 
remains with the SBI and the private individuals holding shares are also 
entitled to appoint directors m ihcir respeaive banks By the end of 30 June 
1983 the Associate Banks had 3057 ollices all over the country 

With Its seven Associate Banks spread over the entire country, the SDI has 
emerged as the largest commercial banking institution m the country It has 
made pioneering elTorts in faking banking.which had remained confined tourban 
areas, to mofussil areas and has made great strides in granting much needed 
credit to small entrepreneurs, rural artisans, self employed youth, handicapped 
persons and people of economically weaker sections TbeSDI is now reckoned 
as the leading commercial bank of the country, and sui generis among the 
public sector banks working m close cooperation with the Reserve Bank and 
implementing the banking policy of the Government of India The SBI Group 
handles cash work of the treasuries and sub*trea$uries of the Government 
allows remittance facilities to cooperative banks and other banks and acts as a 
mam purveyor of the rural credit m consonance with the national policies 
(lit) J4 Nationalised Banks • After the SBI group came into existence 
the demand for nationalisation of the remaining commercial banks began 
to be raised It was being alleged that the commercial banks were adopting 
lopsided credit policy which only favoured large and medium sued industries 
of the country Ignoring the credit needs of priority sectors of the economy 
like agriculture, small scale industries, economically weaker sections, exports 
etc A scheme of Social Control* of banks was introduced m 1967 and later 
it was given a legal framework through passing the Banking Laws Amend 
ment Act, 1969 It sought to snap the close links betiveen the banks and 
the big business houses of the country The then Finance Minister, Mr 
Morarji Desai said that the question of nationalisation will be considered 
after seeing the results of the scheme of Social Control for at least two jears 


' Names of the 14 ma>or banks are a 

1 Cenfrai Bank of India 

2 Bankoflodia 

3 Punjab National Dank 

4 Bank of Baroda 

5 United Commercial Dank 

6 Canara Dank 

7 United Bank of India 
s The Scheme of Social Control included 1 

1 The chairman of the board of director must be s 
banker 

2 The diteelon must be taken from aericojiure small scale sector co operaDve 
sector and other related fields 

3 The non industrialists on the board of directors must be In majority 

4 Prohibition of bank advances and tuaraniecs to directors and the concerns m 
which they are interested 

5 Setims up of a NaiionalCiedit Council for transforming the lending policies 
of the banks 

6 Setting up a traioiag lOfUlate lo ttaio Ibe bank erecuuves 


s follows — 

S Dena Bank 
9 Syndicate Bank 
to Union Bank of India 

11 Allahabad Bank 

12 Indian Bank 

13 Bank of Maharashtra 

14 Indian Overseas Bank 
rralUt the following points — 

I whoteiime professional 



20 The La<9 and Procftce of Banking fn Indta 


Hov\e\er,c\en before the promised two >cars, a momcrtous step was 
taken m the history of Indian banking when on 19 July 1969, the Banking 
Companies (Acquisition and Transfer of Undertakings) Ordinance, 1969 was 
promulgated which nationalised 14 major banks m ihe private sector each 
having deposits of Rs SO crorcs ormore Foreign banks were left out from 
the purview of this Ordinance Tlie Ordinance was later replaced by an Act 
of Parliament known as the Banking Companies (Acquisition and Transfer of 
Undertakings) Act, 1969 ^ Tlie objectives of bank nationalisation were 

1 To make available banking credit to pnorjt> sectors I e agriculture, 
small scale industries and eiporls 

2 To remove control on management of banks by a few business 
magnets 

3 To give a professional bent to the bank management 

4 To eccourace a new class of entrepreneurs 

5 To pros tde adequate (raining facilities to the banks’ staff 

6 To remove regional dispaniies in banking services 

7 To ensure greater finneial resouites for the Five \ ear Plans 

8 To prevent bank credit for speculative and other unproductive 
purposes 

The then Prime Minister, Mrs Indira Gandhi, stated that,* ‘the publte 
ownership of the major banks will help m the most cfftciive mobilisa’fton 
and development of national resources so that our objectives can be realised 
with a greater degree of assurance ’ 

However the corstituuonal validity of the nationalisation Act was 
chiHenced in the Supreme Court, and its constitution bench b> a majority 

of 10 1 held that 

(o) It makes hostile discrimination beuveen Indian and foreign banks, 

(6) It is against constitutional guarantee of carrying on business, and 

(c) It violates constitutional guarantee of compensation 

Consequent upon this judgment, 3 new Oidinancc was promulgated oa 
14 February 1970 renationalising 14 banks from retrospective effect (le, 
19 July 1969) The Ordinance was replaced by an Act ' With this natio¬ 
nalisation, the public sector banking controlled 83 3% of the total banking 
business in India These banks have gone to unbani ed areas, ensured 
phenomenal rise in public deposits and extended credit to pnoritj sectors and 
neglected sectors Their success has evoked a new thinking among aJI the 
developing countries to subserve banking to tbcir socio economic needs 

(n) Sixnen/j ^alw/mliredSanAs Encouraged by the commendable 
performance of the public sector banks the Government of India decided 
to fulfil its promise to nationalise those banks which had been left 
out of the purview of nationalisation m June 1969 Resides, there were 
other factors which necessitated this step Complaints were received that big 

iNo32p/J969 

• On the opening day of Ihe Pailiameulon Jvdj 21 1969 just tuo days after t e 

promulgation of Ihc Ordinance vu s f 

* Eankmg Companies (Acquisit on and Transfer of Ucdepatings) Act w 5 CJ 

1970 
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banks m private sector were hesitating in extending credits to the priority 
sectors These banks were acting m competition instead of m cooperation 
with the public sector banks They never look any step on Iheir own 
initiative in opening new branches in unbanked runl areas and in [providing 
finance to economically backivard sections of the people In order to 
nationalise six private sector banks whose total demand and time liabilities 
exceeded Rs 200 crores as on 14 March 1980, the President of India issued 
an Ordinance on 15 April 1980 Later it was replaced by an Act known 
as ‘The Banking Companies (Acquisition & Transfer of Undertakings) Act, 
1980’ A compensation of Rs 18 50 crorcs was given to these banks* The 
objective of nationalisation of banks was to exercise a wide control on the 
organised commercnl banking in the country for financing the economy in 
accordance with the national pohcies/objectivcs of the government, to meet 
progressively the growing needs of the priority sectors and to promote the 
welfare of the backward peoplc/dcpresscd classes With the nationalisation 
of these six banks, the number of public sector banks went up to 28 (compris¬ 
ing the State Bank of India, its 7 Associates (subsidiaries) and 20 nationalised 
banks) exclusive of Regional Rural Banks Consequent upon the national¬ 
isation of banks m 1980, the share of public sector banks m the total deposits 
and outstanding loans rose from 84 1% and 84 2% to 90 8% and 90 7% 
respectively 

l*rt\ate Sector Bdnks Non-naiionalised banks whose ownership is in 
the private hands are known as ‘private sector banks ’ Their share in the 
total banking business m India has now shrunken to mere 9% Presently* 
there arc 89 banks in the private sector comprising 33 scheduled commcfcial 
banks, 12foreign banks and the rest cooperative banks These banks are 
also functioning more or less on the lines of public sector binks 

Indian Banks and roreign Banks Every Tinnking company incorpo¬ 
rated in India ulicthcr U is carrying on business only in India, or abroad 
also, IS known as‘Indnn Bank’ Any bank which is incorporated outside 
India and functioning in Indn is known as a Torcign Bank’ There are 59 
Indian banks and 15 foreign banks as on 30 June, 1983 But the number 
of reporting foreign binks* is only IJ 

Regional Rural Banks The Indian economy continues to be an agri¬ 
cultural economy inspilc of the planned efforts m the industrial field It is 
therefore importmt that development of agriculture, rural areas and rural 


Amount In lakhs of Rs. 


> The names of sis banks nationabsed and the amount of compensation allowed lo 
them is as follows — 

h'ames of Banks 

1 The Andhra hank Lid 

2 Corporation Bank Ltd 180 

J The New Bank of Indn Lid 510 

4 The Orient'll Bank of Commerce Ltd tOO 

5 The Punjab A. Smd Bank Ltd 210 

6 Vijaya Bank Lid 240 

■As on 30 June, 1980 

* This a so breaute 2 hanks iNaiMsnal Bank oT Pakislan and JJabjb Bank Lid ) arc 
under ihc CuHloJiin of Enemy Propciiy and 2 other banks (Emirates Commercial Bank 
Lid, Abudhabi and European Asnn Bask, Hamburs) are tecently licensed 
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industnes issimullaTjeousIy cojured Anidevandyofcredrtagenciesnovl' 
function in rural areas ranging from commercial banl^s to cooperative credit 
socjclics and farmers scnicc societies Yet the dcicJopment activities are not 
getting a push in the rural areas The history of Indian banking is a history 
of paradoxes and in rural areas the ‘paradox of isolation* has been hindering 
the desired results Commercial banks tverc functioning m isolation from the 
agncoJturaleconomy and co opcratnecrcdasoctcuesbavealways been a centre 
of local politics After the Social Control of banks m 1967 and national 
isation of J4 major banks ir 1969 a remarkable progress has been 
made in rural lending programmes Vci the problem of ameliorating the 
economic conditions of the small farmers siiH persists The Narasimham 
Study Group recommended setting up of some specialised credit agency, filling 
up the regional and functional gaps m rural credit Consequently, the 
Government of India promulgated the Regional Rural Banks Ordinance, 
JP75 setting up regiooaJ rural banks The Cenemment later enacted 
the Regional Rural Banks Act, 1976, under the 20 Point Economic Pro¬ 
gramme Five Regional Rural Banks (RRBs)—one each in Rajasthan, 
Haryana and West Bengal and two in UP—were established for the first 
time in October 1^75 The sponsors of these RRBs were United CommcreiaJ 
Bank, Punjab National Bank, United Bank, Syndicate Bank and the State 
Bank of India respectively Each rural bank was to have an authorised capital 
ofRs 1 (tore and issuedipaid up capital of R$ 25 lakhs The share capital of 
these banks was contributed by tbc Ceniral Governnent (50%) State 
Government (15%) and sponsoring commercial bank (35%) 

A Regional Ruml Bank may be defined as‘a bank which is engaged m 
the development of agriculture, trade, commerce, industry and other produc¬ 
tive activities in the rural areas by providing credit and other facilities to small 
and marginal farmers, agricultural labourers, artisans and small entrepreneurs, 
CO operative societies and for matters connected therewith and incidental 
thereto * The special features of a Regional Rural Bank arc 

1 Its area of operation is limited to a special region m a Slate com¬ 
prising one or more districts 

2 Jl carries on the business of banking and may conduct such other 
business as allowed under the Banking Regulation Act, 1949 

3 It shall grant loans and advances lo the rural poor comprising 
farmers, artisans, small entrepreneurs and other persons of smalf 
means 

4 The lending rale of the bank shall not be higher than that of any 
cooperative society in the area 

Tlie total number of RRBs by the end of dune, 19S3 was 150 in 20 States 
The total number of branches of these banks ro'e to 6812 The total deposits 
and advances of I47reportiDg RRBs as on 30 June 19S3 amounted io Rs 535 
croresandRs 624 crorcs respectively 

The Regional Rural Banks arc likely to face a few problems ‘ (J) The 
low cost operation for which they were originally set up shall disappear if the 
sponsoring banks withdraw Ikoir portneisbips (2) These cannot be selfsiilii- 

I Commerce Annual, 1980 



tonkinf S}slein in India 2i 

cient if their turnover remains below Rs 3 ctores (3) RRBs’ staff ts likely 
to demand higher pay scales at par with the sponsoring banks (4) Local 
participation in management is very diflicult (S) State government s support 
at the field level is quite meagre (6) Jn the interior rural areas. Jack of 
transport and communications makes it difficuU to contact the rural masses 

(7) There IS acute problem of housing accommodation for the bank staff 

(8) RRBs have restricted clientele vis a vis co operatives and commercial 
banks (9) hfultiplicity of agencies operating in rural areas lacks co ordma 
tion 

The Committee appointed by the Reserve Bank of India under the chair 
manship of Prof M L Dantwala to review the performance of RRBs had 
submitted its report m 1978 placing the following options before the policy¬ 
makers 

(1) To scrap the RRB structure 

(2) To proceed on a selective basis with the extension programme of 
establishing RRBs 

(3) To adopt the RRB pattern for the bulk of rural credit business of 
commercial banks 

The Reserve Bank also constituted a Sleeting Committee on RRBs in 
1978 to undertake n quick study of all the issues having a bearing on the 
viability ofRRBs In pursuance of one of the recommendations of the 
Dantwala Committer, and on the advice of the Steering Committee, RRBs 
have been advised to render other banking services viz, (s) colleclion of 
cheques and bills (6) issue of drafts, MTs/TTs, and (c) miscellaneous services 
such as collection of insurance premia, electricity bills, safu custody etc The 
Reserve Bank has also enlarged the scope of financing by RRBs sons to 
include other farmers * 

On the recommendations of BaWiI 5ing/i U'orkmg Croup, the Reserve 
Bank has also advised the RRBs on the simplification of ^pphcatlon forms 
and procedures m respect of financing of acnculture 

It )S expected that inspite of ill the difficulties the RRBs shall successfully 
emerge as a viable alternative to the rural money lenders 

Agricultural Banks The agriculture sector has not >ct been fully 
developed, il needs a boost ftom loslifulional finance ‘Banks which arrange 
term finance to agricultural farmers are known as ‘Agricultural Banks * 

Short term loans arc required by farmers for buying fertilizers, seeds 
and pesticides etc , lor raismgcrops The penod may range from 6 months to 
12 months hfedium term loans, for a period of 3 to 5 years, are required by 
farmers for sinking of wells installation of tubenells purchase of power tillers, 
pumpsets, milch cows etc Long term loans for 5 to 10 years may be needed 
for land development for purchase of tractors and other costly equipments 
and for construction of water channels Although a multiplicity of agencies 
including the commercial banks and eo-opcralives exist in the rural areas jet 
with their avaihble resources they can only meet the short and medium term 
needs of the farmers 

• Other than small and marginal farmers who are culiw atiog lands»iihm the project 
area approved for refinance by (he AROC 
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TTie fint Land Mortgage Bank‘iivas established in thjscounir> m 1020 
but the real dcselorment took place only during the Plan penod «hcn these 
banks ricre renamed as Land Deselopmenl Banks providing medium lerm 
and long term dc\eIopmenl finance to farmers for a period ranging from 3 to 
20 5 ears They allow repa>mem in easy instalments In India a chain of 
Land Desclopmcnt Banks has been set up on the cooperatne pattern 
Accordingly, Central Land Development Dan! (CLDB) or State Land De\c 
lopment Dank (SLDB), and Primary Land Development Banks (PLDBs> 
have been established at the State or district and the block levels respectively 
The Agricultural Refinance Development Corporation (ARDC) provides 
refinance to these instilulion< At present there arc 19 CLDBs* nho'^c 
owned funds amounted to Rs 234 crores and they had issued debentures to 
the tune of Rs 1765 crores till the end of June I9S2 The agricultural credit 
provided hy various institutions under various schemes amounted to Rs 439 
crores during 19SO-81 on which the ARDC provided refinance to the tune of 
Rs 314 crores The National Dank for Agnculfure and Rural Deielopment 
(NBARD), which came into existence on 12 June 19S2, is expected to worl as 
an apex institution for providing undivided attention forceful direction and 
pointed focus to the credit problems m the field of agriculture and rural dc'e 
lopment NBARD has sanctioned loans of Rs 1677 crores to agricultural 
sector during 1982-83 

Coppcratiic Banks The cooperative movement in India has speedily 
become a movement of masses and lias tikcn significant postures in the field 
of credit, rnarkeJing. processing and distribution Ever since 1904, coopera 
tion has been accepted and used as the best agency for rural finance and rural 
development It has underlined the people’s urge towards self help and 
mutual co-operation Inspite of vicissitudes which the cooperatives have 
undergone and inspite of the entry of several other new institutions in the 
field of agricultural finance, cooperatives are still the most important agency 
supplying the institutional finance to agriculture and allied activ ities * 

In India co operative banking has developed a three tier structure, 
wftic* wr.fs/f.'J of Sfo!f Co-op^M/vc Rinks 0CBs), CctIjjJ Cx>rv>r/ativc 
Banks (CCBs) and Frimarv Agricultural Credit Societies (PACS) at State, 
district and block levels respectively Urban Cooperative Banks (UCBi) 


provide credit in the urban areas while PACS function in rural areas Every 
cooperative bank having a paid up capital and reserves of Rs I lakh or 
more must hold a licence from the Reserve Bank under Section 56 of the 


Backing Regulation Act, 1949 SCBs and CCBs have to take licence irrespec 
tive of this limit On 30 June 1982,1623 cooperative banks, 39 SCBs. 33S 

CCBs and 1258 PABs, 9462S PACS, were under the control and supervision 


of the Reserve Bank of India 

Jndusirial Banks or Detehpmeat Banks Institutions which provnoe 
term finance to lodustncs arc known as ‘Industnal Banks’ or ‘Developnicnt 


• S S M Dcsai Jtura! Banking vt India 1978,151-14 


• This includes CLDBs anJ/or SLDDs 
1 Allhough the cooperative barlioc sector i 
Jo the country m terms of deposits and advances 


barelj 4% of the total banking setup 
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flanJes* The industrial tempo in any country largely depends upon develop 
meat banks because commercial banks cannot invest their limited resources 
for providing long term finance to various capita! intensive indus 
tries A chain of development banks has been established in this country m 
the post Independence period The first industrial bank was set vp m India 
m July 1948 known as Indusinal Finance Corporation o///idia (IFCI) As 
on 30 June 1980 its authorised and paid up capitals were Rs 20 crorcs 
and Rs 10 crores respectively It provides financial assistance for a maxi¬ 
mum period of 25 yenrs to large scale mduslrtal concerns and cooperative 
societies when accommodation from commercial bank is not sulhcicnt or 
where recourse to money market is not practicable It also acts as an agent 
to the Central Government and the World Bank 

The State level corporations known as Financial Corporations 

(SFCs) came to be established with the passage of the State I inance Corpora 
tion Act, 1951 On 30 June 1932 there were IS SFCs in different States 
These cater to the needs of medium and small size industries in their rcspcc 
tivc States Total financial assistance sanctioned and disbursed by 18 SFCs 
during the financial year 1982-83 were Rs 637 crorcs and Rs 406 crorcs 
respectively 

When It was felt that to meet the long term needs of industrni sector, as 
envisaged in the Five Year Plans, the resources of ibe IFC would not be 
sufficient, another institution known as the fnduztrutl Deiihi'incitt Sank of 
ImUa (IDDl) was established m January 1964 Initially it was a wholly 
owned (Rs 50 crores) subsidiary of the Re<cnc Dank of India, but since 
February 1976 us control has been transferred to the Central Government* 
In June, I9S0 its authorised capital and paid upcapji i) stood at Rs 100 crores 
and Rs 90 crorcs respectively Total assistance sanctioned by the IDDl since 
Its inception till June 1983 amounted to Rs 10257 crorcs 

A new institution, known as Tlte hulusirial Credit and Imcsiment Cor^ 
poralion of India {ICS^lQl) was set up in January 1965 in order to provide 
finance to industrial enterprises m the private sector This body vvas set up 
under the aegis of the W'orld Bank and the Government of India with the 
sole purpose to boost private sector industrial development Its rupee and 
foreign capital resources have been contributed by the Government of India 
and private investors from India, USA and UK Presently its authorised 
capital is Rs 50 crorcs and paid up capital is Rs 22 50 crorcs The IC«S:ICI 
sanctioned loans sfuring i'-7SZ~S3 to the func of Ss 3(S crorcs 

Another important institution is the Industrial Reconstruct ton Corpora- 
tion of India (IRCI) set up on 12 April 1971 Its mam object was to 
extend financial and development assistance to sick industries Its authorised 
and paid up capitals by the end of 30 June 19S0 were Rs 25 crorcs and 
Rs 15 crorcs respectively 50 per cent of its paid up capital vvas contributed 
by the IFC, IC&ICI and public sector banks During the financial year 
1982-83, the different term lending institutions disbursed a total finanaal 
assistance, including rupee loans, foreign currency loans and underwriting 
* V\ilh the emetment of Ihe PuhlleFiuaire hstituliyns la^UdmmJmrni) Act 1975, 
eatiK share capital heJd by Ihc RBI jo ihc IDBi now vests in Ihe Ceniral Government 
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and dinrct subscriptions, to Ihc func of Rs 2J93 crorrs 

Foreign Exchange Banks In the pre Indepcndcrc- era, the then 
Go\eminent of India had permitted commercial banks incorporated abroad 
to open their oRiccs in India, initiall> at the prcsidcnc) and port lou-ns As 
these banks mamlj handled the lucratuc busmens of foreign exchange deal 
inps of the counfrj's export import Imde. thc% were dashed as 'Foreign 
Exchange Hanks’ in the organised sector of Indian bankinc Besides foreign 
exchange business, these foreign banVs aho conducted other banking business 
and offered keen conipctitioo lo Indian cooimcrcial banks In the post- 
Independence penod the monopolistic control of the foreign banks m hand¬ 
ling foreign exchange business has been shaken as all the public sector banks 
non conduct foreign exchange business kcl the number of forcigD banks 
and thcir branches in the countrx has con<iderablj gone up ctpeciaHj due 
to our growing foreign trade At the end of June 19S3, !< foreign banks 
were operating in India, at least S of them had merchant banking divisions 
Incidentall), State Bank of India, Indian Overseas Bank, United Con- 
mercial Bank, Bank of Baroda, Bank of India, etc, have entered the 
foreign exchange market m a big w aj At ihc end of June 19^3, there were 
II Indian commemal banks having I'^S branches (some of them being fortign 
currenev banking units! functionins in 2^ counlncs Besides, there was one 
subsidiar) of the Bank of Baroda with ^ofliccs operalinc in a foreign enuntn 
The countries where Indian banks operate arc Sn Lanka, USA, UK, Canada, 
Oman, Japan. Nigeria, Tarwauia. Australia. \Vevt CennoBv, Fraoce, Iran, 
Hongkone, Singapore. Tanataa and Kuwait 

LEAD BANE xcilCME AMJ AREA AnTOVCll TO DrvtLOrvirNT 

The National Credit Counal <et up a Studv Group m October 196S 
under the chairmanship of Brefewor D R- Gadgil to go into the question of 
budding up of an appropriate organwaiional framework for the banking 
sj stem for meeting the errfit gap in the rural and unharlcd areas Tbs 
Studj Group published a report m October 1969 rccomnicndirg that an ‘Area 
Approach’would have to be adopted b\ the commercial banks‘to identifj 
and studs local problems and evolve an integrated credit plan for the area.** 
The Studj' Group also laid emphasis that the lowest unit under the area 
approach should be nectssanij identified with a district 

Soon aRer the nationalisation of major commemal bants, the Reserve 
Bank appointed a Coimnmee of Bankers under the chaiimanvhip of Shn 
F K F Nanman ‘to evolve a coordinated programme for ensuring the 
setpng up of adequate banking facilities in the unbanked distncts of lie 
country’- Tic Nanmaa Cbmmittee recommended lo tbeJ^ene Bank 
that banks should be allotted specific distncls, where thej should take the 
‘Lead’ in surveying the potential of baniing dev elopment and cxpandins 
banking and credit fanhlies in that particular dislncl 

Impressed by the above recommendations, the Reserve Bank of loda 
evolved a scheme known as the LraJBank ScJienre To begin with, the RBl 
> 77ie RBI AK’'uaJ Jieport, I>70 62. 

* VastalDesail Indisn Bsrlmg ffam aiiPrshlems, 7B 
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allotted districts to the SBI Group, 14 nationalised commercial banks and 2 
other Indian commercial banks AH districts numbering 336 have been 
brought under the Scheme While selecting a ‘Lead Dank' for a district, 
the following points were taken into consideration 

(1) The contiguity of the district to the bank 

(2) The number of districts allocated to the bank shall be in correspond 
cnce with its resources 

(3) The existing regional orientation of banks 

(4) There should be at least two or more lead banks m a State 

(5) Metropolitan centres like Greater Bombay, Calcutta, Madras and 
some Union Terntones of Delhi, Chandigarh and Goa are not to be 
covered by the scheme 

FUNCTIONS 

A Lead Dank has to perform the following functions in the allotted 
district' — 

(1) to survey the resources and potential for banking development m 
the country, 

(2) to survey the number of industrial and commercial units and other 
establishments and farmers which do not have banking accounts or 
which depend primarily on money lenders, 

(3) to examine the facilities for marketing, storage and warehousing of 
agricuMural produce, 

(4) to study the facilities for stocking of fertilizers ond other agricultural 
inputs and for the repair and servicing of equipment, 

(5) to recruit and tnm staff for offering advice to small borrowers and 
farmers and for the inspection of end use of loans, 

(6) to assist other primary lending agencies, and 

(7) to maintain contacts and liaison residuolly with government and 
quasi government agencies 

Though a 'Lead Bank’ is expected to act as consortium leader in the 
disfnct, yet i( docs not preclude other commercial banks to open and 
operate branches in the district Actually a 'Lead Bank’ has to coordinate 
with all other banks operating in the district 

The immediate task for the ‘Lead Bank’ was to acquire a basic knowledge 
of the district to enable it to formulate suitable schemes of action Con¬ 
sequently impressionistic initial surveys of resources and banking potential of 
the districts allotted to banks, were made by the respcctise banks in almost 
all the 336 districts 

Every 'Lead Bank’ has to formulate 'District Credit Plans’ for a uniform 
period of 3 years and also annual action plans in December each year so that 
these plans arc more or less synchronised with Five Year Plans ofthe Govern¬ 
ment The draft DCPs are to be finalised at the District Consultative Com¬ 
mittee (DCC) meetings after circulation to all the agencies concerned 

The DCC consists of rcprcsenlatncs from government ofTices, branch 


^ The RBI Annuat Bfport, 1970,63 
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manager? orcommcicial banls and persons from other fjoancial jnstitufjoai 
This IS a useful forum for these persons to meet and discuss sanous problems 
of common interest. 

A commercial banl should make pioncenag cITorts not only m its o^vn 
‘Lead District’ but should also offer its nhojchcaried cooperaijon jo non lead 
districts 

MLLAOE ADoniON SCHEME 

In pursuance of the ‘Area Approach and for furtherance of banliog 
development of the district, banls have been adopting villages und^r the 
‘Village Adoption Scheme’, forcxtcndingfinancial assistance for the inleirTaied 
development of the economj of the Adopted Village’la all its aspects in a 
phased manner 

Under this approach, a village or cluster or villages is scWled bv the 
concerned bank after a detailed survey of the potential for development 
preferably where cooperative ctedit institutions have not made much headway 
The mam advantage of the vnllage adoption approach lies m optimisins the 
impact of deployment of resources in selected areas By the end of June 
19S1, the banks concerned had adopted 1,11,SOS villages and disbursed finance 
to the tune of Rs 944 crorcs 

ROLE OF PUBLIC AND PKIVATB SECTOR BANkS 

The concept of social banking was introduced for the first lime m the history 
of Indian banl mg vvhen the Imperial Banl of India was converted into a 
public sector bank, the Slate Bank ofltdia, m July 19^^ Twelve years later, 
towards the end of 1967, social control on backs v\av introduced so that rtW 
vant charges could take place m the style of funclionioc of commercial bants 
The net of public sector banking was broadened when the 14 major commercial 
banks were nationalised in July 1969 and apin 6 more comm-Tnal bants 
were nationalized on 15 April I9F0 Thus, public sector banks arc 
now controlfinn 92 per cent of ihc fofal banling business rn India This docs 
not, however, mean that private sector banks have been e-vlingui'hed comple 
Icly Tn fact, they are also functioning withm the guidelines provided by the 
banking policy of the Covernmeat The Banking Companies (Acquisition 
and Transfer of UndertaJ lags) Act, 1969 slated that ‘the baniiug system 
touches the lives cfmillions and has to be inspired by larger social purpose 
and has to subserve national priorities and o}yecU\es such as rapid growth in 
agriculture, small scale inJus!rj« and exports raising employment levels, 
encouragement of nen cntraprcncins and lie devdopmeai cf backward 
areas * 

The Government of India has attempted to replace the concept of class 
bankingby the concept of mass banking Public and private sector banks 
have cow been entrusted with the following responsibilities 

(/) opening a net work of branches in semi urban and rural areas, 

(ji) helping cooperatives to finance acnculturc, 

(in) mobilising savings vigoronsly from all sections of the people, 
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(h) developing credit for neglected sectors, vrz, agnculturc, small 
scale industries, retail trade and small business, professionals and 
self employed, 

(v) lending to iveaker sections of the community, and 

(vi) providing remittance facilities to banks and cooperatives 

The role of public and private sector banks during the recent past can be 
gauged by tlieir achievements under the following heads 

nitANCH EXPANSION 

In the first decade after the nationalisation of 14 major commercial banks 
21,940 new branch offices were opened throughout tbecountry raising the total 
number of functioning offices from 8 262 in June 1969 to 30,202 at the end 
of June 1979, and further to 42,016 by 30 June 1983 During 14 ycirs, 
the number of branches increased nearly five fold Such a massive expansion 
of branches is without any parallel m the world Unbanked centres continued 
to receive special attention of banks and three out of every four new offices 
were opened at such centres By the end of June 1983. bank offices in 
unbanked centres totalled 20 583 A time bound programme to cover ail 
unbanked block headquarters was launched during 19S0 

There has been a phenomenal increase m the number of rural braoebes 
In June 1969, the number of rural branches was only 1,832, which rose to 
22 618 by June end 1983 constituting 52% of the total offices Inspite of such 
an increase m banking facilities m nearly 5 8 lakh villages, the banking needs 
ofthe countryside still remain unfulfilled Nearly 1,50 000 primary agricuN 
tural societies are strengthening the base 


TADLC I 

SPREAD or BANK OFriCES 


Oassificaiion 


Number of offiees 


June 19^ 

June 1979 

June 19S3 

Rural 

l«32 

13 333 

22 618 

Semi Urban 

3 322 

7M6 

9 036 

Urban 

1.447 

4.717 

5 575 

Mclropolitan/Pon loftna 

1 (61 

4 307 

4 787 

Total 

*262 

30,203 

4’016 


Dunne the post nationalisation era, new branch offices \iere also opened 
m semi urban, urban and metropolitan centres (vijc Table above) Out of 
the total branch offices f43.0j6) inJune 1983. pubhcseclor banks had (36 360) 
branches while private sector banks owned only 5,656 

The average population per bank office (65 000 in June 1969] came down 
to 19,000 as at the end of June, 1981 and declined further to 16,000 per bank 
office by June 1983 The mam objcclnes of the branch licensing policy of 
the Reserve Bank of India are to ensure the expansion of banking facilities in 
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deficit areas and to rrdnee the interstate and inter distrid dispanlies in 
regard to a\erage populatioo per branch 

DfPOerr GROWTH 

AIoncNMih the large increase m the number of branches, the \olmne of 
deposits mobilised commcncal banls also expanded from Rs 4 M 6 crorcs 
in June. 1969 to Rs 2S671 crores bv the end of June 1979 and to Rs 53 566 
CTOTts b> the end of June I9S3 Thus the increase in deposits was more 

than twelie times within the pcnod of 14 jears after nationalisation the annual 
growih rale bcinc about 5S per cent. Deposits per branch rose from Rs 56 5 
Jakbs in June 1969 to Rs 94 9 laLhs m June J9S2 The per capita deposits 
increased from Rs {18 to Rs 584 during the same period TTie banLs were 
successful in extending banliog faciJifiw lo a large number of small people 
The number of deposit accounts with banXs rose from 18 3 million m March 

1969 to about 8S 0 million in June I9S2 with the result that there lias been a 
progrcssise diminution in their aserage balance It may also be meDtioncd 
here that savjncs and terra deposits base grown more rapidly than current 
deposits and among term deposits those with a loncermatunl} hasc increased 
relativel} more rapidly 


TABLE 2 

OROUPWISS PERFORMAKCE W MOBILISING DEPOSFTS 

(Rs Crotes} 



March 197» 

March 19^0 

Maitdi 1981 

Srate Bank of India and tCi sno- 
dale banii 

apn 

R2'i) 

J043J 

ZO-naliooahsfd banks 

16474 

19 600 

23 467 

Public Sesior banks 

24 516 

28 870 

33 898 

Pnv ate Sector banks 

2,500 

Z589 

3 473 

All commercial banks 

27 016 

31 759 

37 371 


OROsvrn of bank credit 

Tlic adsanccs of scheduled commercial banks increased from Rs 3,599 
crores in June 1969 to Rs 19.343 crorcs in June 1979 and to Rs. 30 104 crores 
in June, 1982 TIius advances also rose by about nine fold But this groMh 
rate of advances has been a little less than that of deposits. This is m 
consequence of the progressive increase in the statutory liquidity ratio and 
cash reserve ratio which banks are required to maintain and measures 
introduced to curb hr?c credit expansion The per hraneJi credit recorded an 
increase from Rs 45 lakhs in June 1969 to Rs. 64 lakhs m June 1979 while 
the per capita credit expanded from Rs 6S to Rs 338 during the same penod 

Changes in the composition of the banks' advances have been moinen 
lous Now there is rapid increase in advances for the trading acliviiies of the 
public sector, namely. Food Corporation of India, Cotton Corporation of 
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India, and Jute Corporation of India etc At the end of June 1982, food 
procurement credit accounted for nearly 9 2 per cent of total advances 

The total priority sector advances which were only Rs 504 crores in June 
1969, recorded a phenomenal increase to Rs 5,677 crores in June 1979 and to 
Rs 7,999 Crores at the end of December 1980 The share of priority sector 
advances in toti) credit increased from 14V m June, 1969 to 29 3% in June 
1979 and to 36 5% m June 198’ All public and private sector banks achicted 
the target of 33 per cent of their outstanding credit to priority sector by the 
end of 1979 The Reserve Bank has now fixed an overall target of 40 per 
cent of total credit to priority sectors to be achieved by commercial banks by 
1985 

In keeping with the national policy, commercial banks have stepped up 
their advances to agriculture and small scale industries The advances (o 
agriculture rose from Rs 2 091 crores in December 1978 to Rs 4 593 crores 
in March 3982 Advinccs to smill scale indusrnes aJso rose from Rs 2,095 
crores to Rs 3 907 crores during ihc same period 

In addition to this commercnl banks have also been assisting econonii* 
cally and socially backward classes engaged m productive endeavours by 
providing credit at concessional rate of 4 per cent under the DRI Scheme 
The advances under this Scheme rose from Rs 0 87 crores m December, 1972 
to Rs 101 crores in June 1982 

All these structural changes m bank credit were brought about by 
pursuing a policy m favour of the weaker sections through adoption of villages, 
framing of spcciil credit schemes for small borrowers implementation of the 
Lead Banks scheme imposition of financial discipline on big borrowers, and 
through a vigorous drive for mobilising deposits 

INCOME, CXPENDlTUnC AND PROriTS 

There has been a disproportionate increase in the expenditure of banks as 
compared to income This has resulted m very small increase m profits 
Income of public sector banks rose from Rs 1,304 crores m 1975 to Rs 4,828 
crores in 1981 while expenditure also rose from Rs 1,273 crores to Rs 4,782 
crores (profits being Rs 31 crores and Rs 46 crores respectively) during the 
same period Perhaps a significant increase in productivity standards m the 
banking industry is (he only way to improve profitability assuming no 
change m the interest nie on deposits and advances There has been a 
declining trend during recentjears in Ihc profitability of commercial banks 
and the olTicial circles including the Government are seized of the mailer 

Thus, both the public sector and private sector banks have been playing 
a commendable role which can suit the changing facet of the economic scene 
of the country The Government of India and the Reserve Bank are having 

an effective hold over the style of functioning of dificrcnt banks, within (he 

framework of economic and banking policies announced from time to time 
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RELATIONS OF 
BANKER AND CUSTOMER 


ITje rclitionship bel'ftecn a banUr and his customer should als\-a>’s be 
one or acccmirocfation and cooperation Tbej should try to understand each 
other Tins atmosphere of understanding will be of much help in the 
promotion of the banking business 

MEANING OF BAVKER 

Let us first see what ii a ‘Bank*’ WTjo jsa banker ? Cz/Jerrsaji, 
‘Bank IS a dealer la capital Of money * Harare JJluie savs, *A bank is a 
nianuracfurer of credit and money for/acilitating exchanges’ lT’a//er leaf 
IS of the \ncw that. *A hank is a person or corporation w ho holds itself out to 
reccise monej ftom public pa>ablc on demand or by cheque * EdwardSladen 
emphasising the same Slew S3>s ’A bank is a deafer m money and credit, 
holding Itself out to receiie from tbe public deposits repayable on demand bj 
cheque ’* Prof hmhy narrates it w ith a practical outlook and says, ‘A hank 
IS an establishment whi>.h makes to individuals such advances of mone) as 
may be required and safely made and to which individuaU entrust money 
when not needed by them for use ’ According to JJ ebsiers' Dt uonary, *it is 
an jnslituiion which trades in money, an establishment fur the deposit, 
custody and issue of money, as also for makios loans and lUscounts and 
facililjliog ihe tninsmissioo of rrmiltances from one pbcc to another ’ 

Tbe word ‘Banker’ has aho been de£aed by some authorities 
on banking Dr Hart says 'A banker or bank is a perjoo or eonjpaaj 
carrying on the business of receiving moneys and collecting drafts 
for cnstomcfs subject to the oblication of honouring cheques drawn upon 
them from time to time by the custoincis to the extent of the amounts availa 
ble on ihcir current nccounfs’* Sir John Pasrt has clarified the word 
‘banker’ by definin'' a ‘non hanker’ Ifis negative approach tells us. 'No one 
and no body corporate or otherwise can be a banker who does not CO take 
deposit accounts (ii) lal e current accounts, fm) issue and pay cheques drawn 
uponlumsclf. (n) collect cheques, crossed and uncrossed for his cuiiomers 

' The onein oriise vrord Banl' has already been discussed m CSspier i 

‘E Sladen op at,29 

»H LHart LtnenfEanXipp ‘ithEdo,.— 

• Paget La» cJBvikuig 4lh Eda, 5 
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According to Macleod, ‘the essential business of a banker is to buy rooncy and 
debts by creating other debts ‘ 

According to Halsbury’s law of EoglanJ,^ 'Banker is an individual, 
partnership or corporation whose sole or predominating business is banking, 
that IS, the receipt of money on a current or deposit account and the payment 
of cheques drawn by and the collection of the cheques paid m by a customer’ 
According to Section 2 of the British Biih of Exchange Act, 18S2, Banker 
includes a body of persons whether incorporated or not who carry on the 
business of banking ’ On the basis of all the above dcfinilions we can sny m 
a nutshell that a banker is one who cither acts as a banker or carries on a 
banker’s business In order to complete the definition a banker s‘business 
should again be defined In Commtsstoner of State Savings Dank of Victoria vs 
Per«icut7/i, iVcii^hl & Co Ltd (1915) 19 C L R 457, Justice Isaacs, of Australian 
High Court said that the csienual cbaracUritUcs of the itisrncss of ha/tiing 
may be described as the collection of money by receiving deposits on loan, 
repayable when and as expressly or impliedly agreed upon utilisation of the 
money so collected by lending it again in such sums as are required ’ 

Banking’IS a word lhat bjsroorc wider meaning than ilip word ‘Bank* 
or ‘Banker’, although the terms ‘Banking business’. Banker’s business* or 
‘Banking* are, synonymous Kcuncih Mackenzie says, ‘The business of banking 
may be briefly defined as dealing m money and instruments of credit The 
definitions of banking as given m various Indian Statutes ore realty useful to 
us According to Sec 5(1) (b) of the Banking Regulations Ad. 1949, ‘Banking 
means the accepting for the purpose of fending or investment, of j<.posils of 
money from the public, repayable on demand or ojherwise, end withdrawable 
by cheque, draft, order or otherwise’ It has further been specified under 
Section 5(1) (c) of the same Act that, ‘Banking company means any company 
which transacts the business of banking (in India) ’ 

There are some other Indian statutes which define these terms * However, 
the definition given by the Banking Regulation Act provides us guiding 
norms Looking to other definitions wc come to this conclusion lhat the 
term‘Bank’IS used fora firm or 0 company TJjb legal meaning of banks, 
banker, or banking is almost the same while they arc distinct Thus m the 
practical sense, if nothing otherwise is slated, the term ‘Bank’ represents a 
Commercial Bank Banker is used for the person who manages the operation 
of a bank and ‘Banking’ is used for the business carried on by a bank 

MAIN rEATWES Of ‘HAKK’, ‘BANKCr’ OR 'nANMSO' 

The broad features that emerge from the definitions of the terms ‘bank’, 

• Halsburf, iir**’ of Fnghind Jtd Cdn , Vol II 150 

•K Mackenzie The Banking Syjiemi ef Great Britain, /Vance, Germany amt ike 
USA 5 

■ Any Company or corporation carrying on the business of bankers can be reearded 
as a hank or Dinker See 2(3) of Danker* Books Evidence Act 1891 

Danker includes a bank and any person actin; as a banker Sec. 2(1) Tbe 
Indian Stamp Act 1899 

‘Danker* incfudcs any person acimg as a banker and any post olTce savings bank. 
Sec 3, NI Act. W9 
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•banler’ or ‘banking’ are discussed hereunder, svhicli will help the readers to 
understand the true meaning of these terms 

1 No Indmdttcl but ajirm ot acompanj Any mdnidual is not allowed 
to act as a bank and be cannot use this term with bis name A Onn coosisiing 
of not more than 10 partners and a company incorporated under the Indian 
Companies Act, 1956 or under the rclatnc law of the land can be a ‘bank’, 
‘banker’ or ‘banking company Under See 5^) (e>oribc Banking Regula¬ 
tion Act, 1949, it should necessarily be a ‘bani ing conipanj' Although a 
firm or a company is a group of individuals yet individuals as such are not 
allowed to form a bank or they cannot use the description! ‘bank’, ‘banker* 
or ‘banking’ with their names Section 7(1) of the Banking Regulation Act 
prohibits use of the words ’bank , ‘banker or ‘banking for a company other 
than a banking company Section 7(2) of the said Act also prohibits use of 
such words for individual or group of individuals or a firm 

2 IndiM /none) lenders are not bankers The definition ofbankcr does 
not include Indian money lenders or mahajans or sahukars or shettys 
Although most of the definitions of banking centre around the accepting of 
deposits from the public and lending funds to Jhe borrouers jet the money 
lenders are not bankers The mam criterion for this dilTerence is that they 
act either as individunfs or group of individuals and not as a company 
registered under theprnvisions of the Companies Act and the Banking Regula 
tion Act Even indigenous bankers are different from money lenders While 
drawing the distinction, the mam criterion would be whether or not a person 
accepts deposits from the public* In Kadiresm Chetiiarys Ramanathan 
CheUiar (AIR 1927, Madras 478) it was held that while a money lender lends 
his own money, a banker lends money of his customers Jc fitj kurtan and 
another is Union of India and others (AIR 1967. Kerala 267), it was held 
by the Kerala High Court that under Section 49 A of the Banking Regulation 
Act, 1949, distinction between indigenous banking firms and moneylenders 
could be done on the basis of deposit taking function * 

On the recommendations of the Banking Commission (1972), the Reserve 
Bank of India has included ‘Indigenous Bankers’ in the tcrin ‘Banker’ for 
the purpose of credit control and applying banking regulations Money 
lenders are still out of the Reserve Bank of India’s net 

3 Accepting deposits of nione} from the piAJie Every institution doing 
business of banking must accept ‘deposits of money’ Acceptance of deposits 
in kind (comrooditjes, services etc) are not within the purview of definition 
of the Bank The deposits of money must te accepted ‘from the public’ 
‘Nidhis* and‘Chit fund Companies’which accept deposits of money from their 
members only are not considered 'banks* because they restrict their activities 
to certain groups of individuals or a class of the public 

In Mahalaxmi Bank Lid i J Registrar of Companies (AIR 1961, Cal 666), 

It was decided that if a Company gave loans to the public but did not accept 

‘ Adarkar and otliers ThrCammereialAinkmx y'ot I Indian Institute of Baolcn 

» Other distiBgui'hini: features arc that radigetKius battlers lead inoaei s either from 
deposits from the public or from obiaming bank credit Secondly most of their transac 
tions are conducted not in cash but on himdisoroa ether credit mstnonents 
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deposits of money from the public, it could not be considered a ‘banking 
company’ under Section 5 (b) of the Banking Regulation Act, 1949 

4 Accepting for the purpose of Lendins or In\esiinent An institution 
accepting deposits of money without any purpose or with the purpose other 
than the lending or investment cannot be termed as a ‘Dank’ A banker must 
lend funds to the needy sections of the society it serves or invest them as per 
presenbed regulations 

5 Deposits repa\able to the Depositors on demand or olherw ise Deposits 

of money may be repayable cither *on or, if they arc term deposits, 

on the expiry of the stipulated period These deposits arc never supposed to 
remain with the bank till its liquidation or winding up as happens in case of 
share capital or irredeemable debenture capital of a joint stock company 

6 Deposits nia\ be wilhdrtmabU by Cheque, Draft, Order or otlurwise 
Banks refund money deposits to their customers, whenever the latter makes a 
demand for it by cheque, draff or by any untten order Verbil or telegraphic 
orders cannot and should not be complied with Bankers are not obliged to 
return the deposited money unless a formal demand for it is made In certain 
circumstances, deposited money can be repaid, even vviibout a demand, by 
eflecting an appropriation or a set off 

7 Bankers deal in Mone) and Instruments of credit as nell Bankers’ 
business extends not only to money deposits but also to the exchange of 
instruments of credit Cheques, drifts, promissory notes, andbilU of exchange 
are all such instruments m which banks mostly deal 

8 Banks differ from other Financial Insiiiuiions Banks deal in finance 
They obtain funds at low rates of interest and provide funds to borrowers for 
fimocing investments in fixed and current assets at higher interest rates Like 
other financial institutions commercial banks are also reckoned as important 
financial intermediaries Yet there arc several points of difference between 
the two First, most of the liabilities of banks arc payable on demand, white 
that of other financial institutions arc never payable on demand Secondly, 
commercial banks cause regular intake of finance through various deposit 
schemes, while other financial institutions do not mobilise savings through 
operation of savings, current or fixed deposit accounts Thirdly, commercial 
banks are not only puncyors of credit but they generate money* through the 
use of cheques, drafts and other credit mstruments, while, financial mstitu 
tions do not generate money Poufthly, commercial banks are governed by 
the provisions of Banking Regulation Act, 1949, and Reserve Dank of India 
Act. 1934, while financial institutions like the Industrial Development Bank 
of India (IDBI), Industrial Finance Conwrtion (IFC), Industrial Credit and 
Investment Corporation of India (IC&ICf) and State Finance Corporations 
(SrCs) are all governed by the provisions of their respective statutes 

The Banking Commission (1972), had suggested two modifications m the 
definition of'bank’* 

(I) any individual or group of individuals accepting deposits for the 
purpose of making investments must aho be considered as banks. 


• Baufhan and Wa'ler, Tke BanXe/t /Am/VvU JOJS. 
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(2) institutions accepting deposits from its members should be treated 
as deposits from the poblic and therefore such insUtulions should 
be considered as banks. 

Though the Banking Laws Amendmeoi Ad (1 of l9S4>has included the 

amendment of Section 7 of the Uanking Regulation Act. 1949 jet it debars 
indiN'iduals, groups of indisiduals or other unincorporated bodies and non- 
banbng companies from using words ‘Bank’. •Banker* or “Banking* as part of 
their name or mconnection With their business. Iffurlher amendments are 
done in Section 7 of the Banking Regulation Act. the use of words ‘Bank, 
Banker or Banking Company* shall be open to indniduals and other insli- 
tntions also. 

NON'-BAKKIXG riNASCUU XVD NOV:-nAKKI\C KON'-nSSSCUL COMPANIES 

In order to understand the dehmiions of banking companies and recom- 
mead^Uoas of the BiaUns Cammsstaa, one shoalif Inow about non-banimg 
companies. According to Non-Banking Financial Companies (Resene Bank) 
Directions 1966, a ‘aon-bankiog imaneial company means any chit fund, hire 
purchase finance, housing finarce, imestment. loan, miscellaneous financial 
or mutual benefit financial company, but does not include an insurance 
company or stock exchange or stock-broking company.' 

According to the Non-BankiogNon-Finaccial Cempames (Reserve Baal) 
Directions, 1966, ‘A non-banking aon-financial companymans any cempaay, 
which IS an industrial concern or which carries on mainly the purchase or 
sale of ony goods or commodities other than securities but does not include 
any chit-fund, hire-purchase finance, housing finance, losurance, inxestmeots, 
loans, miscellaneous financial or mutual benefit Coancial company, stock- 
exchange and a stock-broking company. 

If any company does fall In any of the h%o categories narrated aboie, 
it cannot be called a banking company. The Banking Commission 1972 has 
recommended that some of the ron-bankiog but Cnaarial companies be 
included in banking companies because they accept deposits Crora the public 
(that IS from ihe.r own members but excluding non-members). The itcEnl 
Banking Laws Amendment Act (I of 1984) has also not gum weight to this 
recommendation of the CommissioD. 

DETINITION OP A CUSTOMER 

Bankers ba« to deal with enstomen. Although‘customer’is a \ery 
common term yet it has is no clear-cut definition. In a simple may, 
'customer is one who is accustomed to buy things or services from a parti¬ 
cular place of business.’ A Banker’s customer is one who is accustomed to 
the bank’s services or has become habitual to avail of sen ices of the bank. 

There is no statutory or aulhoritalhe definition for the lerm'customer'. 
How eter, Ihere are two schools of ihou^l as to who should be termed as a 
customer: 

1. Duration theory or old school of thought; 

2. Tendency to become customer theory or new schtxsl of thoughL 

Duration Tlmory explains that a person can be termed customer only 
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^hcn he has maintained relations with a banker for a considerable long time 
Any person who opens an account with a banker and undertakes one or 
two dealings with it cannot be termed as a customer According to 
Paget,‘to constitute a customer there must be some recognisable course or 
habit of dealing m the nature of regulir banking business ’ This definition 
lays emphasis on the duration or regularity of dealings between the banker and 
the customT The same views arc reflected from the judgment in the 
Mat hem vs }iJ!Jia‘'is Broim d Co (1894), case wherein it i\is decided (hat 
a person Could not claim to be a customer on the basis of a first deposit of 
money with the bank He should have some further dealings too In the 
Great IVestcrn Railwav Co Ltd is London and Cotmlv Banking Co Lid 
(1901) It was held that there must be some sort of account either a deposit 
or a current account or some similar account to make a man a customer of a 
bank A person discounting a cheque on the payment counter of a bank is 
not a customer 

Tendency to become customer theory or nciv school of thought explains 
that if any person opens an account with a bank with an intention to become 
customer, he should be termed a ‘customer’ Regularity of dealings is not 
important for it According to Dr Hart, ‘a customer is one who has an 
account with a banker or for whom a banker habitually undertakes to act as 
such ’ The following case laws throw ample light on this school of thought 

Ladbtokcis Todd (/9/4j/9 Com Cat 256 In this case, the plaintiffs 
were bookmakers, who posted a client, Jobson, a cheque drawn to his order 
and crossed 'Account Payee’ The cheque was stolen and the ihicf fraudulently 
endorsed it in the name of Jobson, and opened an account in that name and 
deposited the cheque in the defendant bank The appealant sued the bank 
and argued that ‘a person does not become a customer of a bank until the 
first cheque is collected 

Judgment was given for the plaintiffs Justice Bailhachc said, 'In my 
opinion a person becomes a customer of a bank when he goes to the bank 
with money or a cheque and asks to haveannecount opened in his name, and 
the bank accepts the money or cheque and is prepared to open an account m 
the name of that person, after that he IS entitled to be cnlled a customer of 
the bank ’ 

Commissioner of Taxation is English, Scottish and Australian Bank 
{J9:0) A C 685 * In this case, a bearer cheque for £ 286 IBs 3d payable to 
the Commissioner of Taxation in S>dncy was stolen The thief, calling him¬ 
self Stewart Thallan opened an account with the respondent bank with a 
deposit of £ 20 in cash and giving a reputable Sjdncy address One day later, 
he paid m a stolen cheque During the neat four days, he withdrew the 
whole amount by presenting three large cheques Thallan was not seen 
again, his name and address were found to be fictitious The Commissioner 
of Taxation sued the bank and contended that Thallan was not the customer 
of the bank 

Lord Dunedin held that,‘the word customer signified a relationship in 
' Choricy and Smart, Leoifnfeaset 6i the La<f of Banking, 21 
• Tone Lent Report, ^{3rth 1930 
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wliicli duration IS not or essence A pcrton whose money has been accepted 
by a bank on the Tooting that they nodertahe to honour cheques upto the 
amount standing to his credit is, m the Mesv of their Lordships, a customer of 
the bank in the sense of the statole trrespeetne of whuther Ins connection is of 
short or long standing 

Central Bank of India Ltd , Bombay is Gopinalhan Nair aod others 
{AIR 1970 Ker 74) In this case also Justice Matthews of Kerala High Court 
observed that ‘Broadly speaking a customer is a person who has the habit of 
resorting to the same place or person to do business So far as the banking 
transactions arc concerned he is a person whose money has been acrepled oa 
the footing that the banker will honour up to the amount standing to his 
credit trresp< ettx e of his eoritccfton betng of short or long standing * 

From the above cases it may be noted that it is not essential for a 
person to have relations over a long duration with a banker in order to 
become a customer Even a single dealing, if it is of a banking nature, can 
cause a person to be a customer This single dealing should be in connection 
with the mam functions of the Bank Dealings coocemed vvith secondary 
functions of the bank are of casual nature and hence they do not make any 
person a customer For instance where the bank accepts safe custody of 
valuables from a person or regularly pa>s his electncity bills or accepts 
deposits of insurance premia, thepenoo cannot be called a customer Although 
these transactions are of frequent nature jet these do not make a person a 
customer Transactions should not esscDtially be of frequent nature but 
opening of an account w ith (he hank certainly constitutes a person a customer 
whether there be any regularity or frequency of transactions or not According 
to Section 4-KM(l) (c) of the United Stales Uniform Commercial Code, ‘any 
person who has an account with a bank or for whom a bank agrees to collect 
for value can be termed a customer Such customers are also banks who have 
their accounts m other banks ’ 

In order to term a person ‘a customer’, the follow mg points must be re¬ 
membered 

1 The person should open some sort of- account- savings, current or 
fixed deposit with the bank 

2 Any single transaction with the bank may constitute a customer 

3 Tlic transaction should be of ibe nature of banking business 

4 Frequency of transactions 15 not important but transactions should 
be liidy to be frequenL 

5 ‘Customer’may include any individual or a group of individuals, 
fifin, company, local corporaiions, institutions or government and 
even the bank itself (with another bank) 

RELATIONSHIP OF BANKER AND CUSTOMER 

The relationship of banker flows from the type of services it renders to its 
customers Since transactions betneca these two parties involve financial 
matters, it IS important to know the different laws within which these matters 
fall and also (he rights and duues of the two parties The lehtioaihips may 
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be of several types While the study of these relationships may help a 
banker tn the refinement of its services, it may also be helpful to the de\e- 
lopmcnt of banking habit among the people in the country The banker can 
learn to keep away from the avoidable bickerings of all sections and the 
customer can get a training with no costs to overcome unwanted hardships, 
which may occur in dealings with bankers Wc may therefore classify the 
Banker Customer relationship for our study, as under 

OFNERAL RtLAlfONSUlP 

1 Debtor Creditor relationship 

2 Banker as a trustee 

3 Bailee Bailor relationship 

4 Danker as an agent 

5 Banker as a consultant 

SPECIAL RELATIONSHIP 

A Obligations of a Banket 

1 Obligation to honour cheques 

2 Banker’s liability on wrongful dishonour 

3 Obligation to maintain secrecy of account 

4 Obligation on a Garnishee order 

ff Rights of a Danker 

1 Right of General Lien 

2 Right of Sci Off 

3 Right of Appropriation 

4 Right to charge interest, commission, etc 

I GENERAL RELATIONSHIP 

Banker’s general relationship with a customer arises from the type of 
business between the two Although the relationship is general but the banker 
has to remain particular about it because iny carelessness from the side of 
banker may injure ifs prestige and it may lose business if the customers get 
offended This relationship may be categorised under the following heads 

1 Debtor Creditor Relationship When a customer deposits money with 
his bank, the customer becomes a lender and the banker becomes a borrower 
As such, the relationship between the banker and customer is that of debtor 
and creditor This view point is quite diffcrcnl from the traditional thinking 
that banker is merely repository of people s money Sheldon says ‘The 
banker when he reccnes money from a customer, docs not hold the money 
m a fiduciary capacity To say that money is deposited with a banter is 
likely to cause misapprehension What really happens is that the money is 
not deposited but lent to the banker ’ Thus, a banker is Free to utilise the 
money deposited with jt m a way most beneficial lo jl Banker is not bound 
to keep such money intact m its vaults and return it in the notes and coins of 
same denominations as it received from the customer Of course, the bank is 
liable lo pay the legal lender money Sir John Paget says, ‘The relation of 
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banlcr and cu-ifoDicr is pnmanli Ihat of debtor acd crrdjJor. <he re^pretn^ 
pO'Hions being determined b> the emtiog state of the account Instead orihe 
monej being set apart in a safe room, it is replaced b\ a debt due from the 
banber The money deposited with him becomes hts property and is absolu¬ 
tely at his disposal’ Facet’s emphasis on state of account is worth noting 
E\cr\ customer starts Its relations with a banl.cr by opccins an account and 
depositmc a sum therein Therefore the relationship betnetn them primarily 
is that of crediior-deblor but as soon ascnsiomrr oserdran-s hjs cccounl ibr 
relationship chances into debtor creditor The following case laws also 
reflect these \iewpoints 

Foler ri' Hill {/SW) ^ ff L Cos 28 In this case an account in the Came 
of the plaintiff was opened in 1S29 with the defendant banler, the initial 
credit in the account was £ dlf? I0> It was agreed that interest 3% at per 
annum should be allowed There were later two debits in the account for 
£ 17D0 and £ 2000 In IS'S the plaintiff sought to recoier the tnonei out 
standing by an action in Chancery The plaintiffs argued ihat the relation 
ship of a banl er wnh his customer was analogous to Ihat of an agent and 
his pnncipal (or fiduaary relationship) and ihrrtrore he was eniiiled to funds 
on running account basis (to which the Statute of limitations did net apph) 
and to the profits accrued thereto 

It was held* that the plaiotiff was entitled lo the pnncipal and intrTest 
thereon because the rehtiooshipwas that orbanker and customer and not of 
agent and principal Lord Cottenbam. commented in this case, ‘Money, 
when paid into a bank, ceases altogether to be the money of the pnncipa), it 
» then the money of the banker, who is bound to return an equnalent by 
paying a similar 'um to that deposited with him when he u asked for it. The 
money paid into the banker's is money known by tbc principal to be placed 
there for the purpose of being under the control of the ba:d er, it is then the 
banker's money; he IS known to deal with it as his own, he males what 
profit he can, which profit he retains to himself ' 

Santosh Komar Ir The King /95J Co/ 19^) It was held in this case 
lhat, ’The depositor of nioncv m cuircnt account is creditor of the banker or 
in other words ibc backer IS debtor of the depositor The mones was not 
deposited for any specific purpose and that this money is banker s money 
A banker might utilise this money m the way it wonted but he is liable to 
return the money when demanded by the customer ’ 

Although a depositor IS a creditor of ibe bad but he is not a secured 
creditor In case of liquidation or winding up cf the bank, depositors do not 
get any preferential treatment m repayment of ibcir deposited money They 
are treated like olher ordinary creditors of the ban! After the Palai Central 
Bank failed in ISfiO, the GoseramcDt of India was constrained to start a 
scheme for safcguardiog tbc mtcrest of depositors The Deposit Insurance 
Corporation was set up on 1 Jan 1962, and a scheme of deposit insurance 
was started under which account holders, get insurance faahty on their 
deposits upto Rs. 30,000 


I chotley and Smart, drte, 1-2. 
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This debtor creditor rdationship With Ihe banJ^cr sccm^ to be at par 
with that ansms out of the ordimry comuicrcnl debts However thcrearc 
the following difTcrcnccs as well which bankers and customers should note 
carefully in their dealings 

Demand of payment should be made by the aistomcr Unlike other 
ordimry commereni debts the creditor (i e customer) himsctf should make 
a demand of payment either after a sljpulited period IS over or it my time 
during the working hours ofthebirik The binkcr is not supposed to pay 
those debts voluntarily unless the circumstances are such that it wants to close 
down the account of the customer with 1 prior notice to the customer In 
Joacfnmsoti ij S^^iss Banking Corporation (192J) 3 KD IJO L J Afkm 
observed The bank borrows the proceeds and undertakes to repay them The 
promise let repay IS to repay it the branch of the bank where the account is 
kept and during banking hours It includes a promise to repay any part of 
the amount due against the written order of the customer 

The customer should demand his money at the branch where his account 
exists Except m ease of drafts trvvcffcrs cheques etc the banker is not 
supposed to meet the demand of the tuslomer elsewhere although all the 
branches arc constituents of the same bank In Joaclitmson’s ease «upra 
Lord Atkin clarified that mease of current account demand should be made 
nt the branch nt which such account was maintained during working hours 
In Chre and Co u Diesdncr Dank (/P/S) 2 /.B 576 S4 / Jf D 144$, 
the plaintiiTs had an account With the DerJm branch of the defendant bank 
After the outbreak of the war between England and Ournnny the former 
demanded payment at London Branch without requesting formally Berlin 
branch to remit the balance standing to their credit On refusi! by the 
London branch the bank was sued and subsequently it was held that locality 
was an essential part of tlic debt owing by a banker to his customer The 
repayment obligation was confined to the place where the account was mam 
tamed These views were again confirmed m the Indian casu Jyolhl Prasad 
Singh Deo Balailir \s Clihota f/agpur Banking /Ijjoriflhoii It was held that 
although the branches were agencies of one Principal but they were distinct 
for payment of customers’ cheques 

rorthermofc the demand of payment sliould be made during working 
days and working hours Bankers do not want to run any risks in paying 
cheques on holidays or after the dose of the banking hours 

The dnuand must be m iJc m a proper enanner Customer should demand 
payment not verbally or by mere telephone but by cheque draft withdrawal 
form order or ofhem ise 

The io'v of Limitation In case of ordinary commercial debts the 
Indian Law of Limitation prescribes that a demand should be made withio 
3 years of the money taken After this timelimit the debt becomes time 
barred and no claim for its realisation can be made m a court of law But in 
ease of money deposited with the bank this time hmit starts only when a 
proper demand Ins been made by the customer If a customer docs not 
demand back his deposited money even for six jears, he need not fear the 
least about his deposits becoming lime baned 
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2 Bml.er as a Trustee The banKer can also act as a trustee on t^s 
request of his customer A trustee is one who holds property for the bcncEt 
of somebody else The profits accniinf from such properties po to the 
beneficiary and not to the trustee Depositing of money with the bank dots 
not come under the definition of tftist, hence banks can utilise the money 
recened through deposits m ihcir own way and retain the proSls thus earned ‘ 
But ifa customer keeps some valuables or securities with a bank for Ihcir 
safe custody, the banker becomes a trustee and he ts liable to return them 
intact In case of cheques and bills, which have been cnimsted to the bank 
for collection hut have not been collected so far, the banker is presumed to be 
the trustee of cheques or bills so eolnisird fn the mean lime if the collecting 
bank fails, the liquidator of the bank will return the cheques etc or their 
proceeds when received to the customers But if the cheques or bills so given 
have been collected and the amounts credited In the taislomers* accounts, 
the relationship changes from trusteeship* to that of ‘dcbtorship* If the 
bank fails afterwards, the customer will be treated as an unsecured creditor 

DEPOSITS FOR A SPECiriC PURPOSE 

If ihe customer has lasiructed the banker to keep a,jde a certain sum of 
money fox a speciBc purpose, the banker Will be treated as a trustee But if 
a customer has asked his banker to purchase some securities for bus and 
before doing so the banker toms insohent and the amount has sot been 
debited to the customer s account so far, the bank will stand as a debtor and 
noi as a trustee The follow irg case Jaw s should be ooJed 

Subnmania Filial and olfaers is Tbr Palai Central Bank Limited (AIR 
1962 her 21Q) Ccriain persons deposited Rs 2.000 each in the Palai Central 
Bank Limited as guarantee money for purchase of tars. The Bank failed 
before they could gel the vehicles The Court was of the view that since the 
deposited money was for a special purpose, (he Bank stood as a trustee 
Therefore, the depositors’ money should be refunded from the Bank’s assets 
on the basis of a ‘preferential debt’. 

J0D3) In this case a 

customer, Pj are Lai, deposited two sums of money with the Lahore Branch of 
the Bank and instructed that (r) these amounts be sent to Ca'cultta Branch 
for purpose of keeping them in fixed deposit atxount or in any other account, 
and 00 further instructions should be awaited for the accounts to be opened. 

The Bank did not wail for further instrnctioos and opened a fixed deposit 
account The Bank failed thereafter The Supreme Court held that, ‘when 
a person dealing with a bank delivers money xo a bank, the intention to 
create a relationship of creditor and debtor between him and the bank is 
presumed unless such presumption is rebutted * In the following examples 
such presumption is rebutted and a Irast is created 

(i) when the money is paid to a bank with special mstructions to 
retain the same pending further instmctions, 

(ij) to pay over the same to another person, who has no account with 
the bank and the bank accepts the mstractions 
» Foley vs [nil s case, Anie 
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or 

(ill) where rnstructions are given to forward a part of the amount in his 
account to another banker to meet a bill and the amount js sent as 
directed 

In the above case faw where the moneys were entrusted for some purpose, 
the bank did not cease to be a trustee in absence of further instructions 

3 Bailce-Dailor Relationship Whenever a customer deposits some 
valuables, bonds, debentures or some other documents with the Bank for their 
safe custody, the Bank becomes a ‘Bailee* and the customer a ‘Daifor* Under 
Section 148 of the Indnn Contract Act, 1872 the bank becomes custodian of 
the things so kept and is liable for any loss caused to the bailor due to its 
negligence In the case of Mahcndra Kumar vs Central Bank of India, 
(19S4), Gujarat Law Reporter 1937, it was decided that under S 151 of the 
Indian Contract Act, a bailee must take proper care of the goods bailed to 
him If the banker is negligent he must pay the loss 

4 Banker as an Agent To day's bankers undertake so many auxiliary 
services for their customers Ihit in most cases, the bankers act as agent 
The relationship of customer and banker changes to that of principal and 
agent Bankers collect not only the amount of bills, hundis, dividend warrants 
etc , for customers but they also undertake to pay regularly the electricity bills, 
water supply bills, insurance premia, rent, membership fees, etc on behalf of 
their customers Although the customer stands responsible for all such receipts 
and payments by the banker, but the latter has to compensate the former for 
not acting strictly in accordance with the customer's instructions 

Sometimes a banker acts both as an agent and trustee m a single transac* 
tion For example, if a customer keeps some shares or debentures with the 
bank with an intention that (he bank should collect dividend or interest to 
the credit of hts account, the bank will be performing both (he duties 
(i) safe custody of these documents is an act of trustee, and (ii) collecting 
dividend or interest is an act of agency 

Before doing agency work, the hanker will be safer if he obtains a written 
*po\ser of attorney’from the customer The relationship of agency ends on 
death, insolvency, lunacy of the customer or on the completion of the 
assigned work 

5 Banker as a Consultant With the acceleration of industrial develop¬ 
ment, the tempo of investment has also increased, but a layman is not 
supposed to possess knowledge and capability to judge the financial soundness 
of the companies, corporations or industrial establishments in which he 
should invest his money Bankers help him in this task on nominal 
charges but while giving such consultancy services a banker should act with 
good faith, honesty and in the interest of his customer, otherwise he will have 
to bear the loss caused by his advice to the customer The following case law 
may be referred to m this respect 

^^oodslJ Marlins Bank Ltd and Another (1959), I Q D 55 In (his 
case Mr /ohnson, Manager of Quaside Branch of the Marlins Bank agreed 
to act as a consultant for Mr Woods Mr Johnson had extended a huge 
overdraft to M/s D R Ltd In order to realise the overdraft from this 
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Company Mr Johnson rnisustd his relations with Mr Woods and adsi'^ed 
him lo ptmcfaace shares of £!I,fi00m M/s B R Ud and to extend a loan of 
another £ 5000 to the Compan) Mr Woods followed Mr Johnson sadtiee 
sincerely Since he was told that the Company’s finaniral position was ^erj 
sound sshilc (he reality was quite contrary to it Mr Woods had to lo^e 
more than £ 16000 m this inseslntenl • 

Mr Woods sued the bant for rorguiduiE him The court held Martins 
Bank and its manager Mr Johnson guilty of fraud, gross nejligeoce and 
mi'represcQiation and ordered them to compensate Mr Wood for tie loss 

II SPECIAL RELATIONSHIP 

A banker s‘«peci3l relalion'hip with hiscurtomcr an«cs alongiMth tlie 
‘general’ relationship discus'^d earlier No hanker can e'capc from the 
special rcIation«hip because it is an es<%ntial outcome of its day lo-da> busi¬ 
ness relations with its customers Special relationship is of t\so t\pcs 
(i) obligations, and (n) rights 

OBUQATIONS OF A BASK.CR 

1 Oblisatinn fohonwrat!U<mer'stfiegttfS It is the banker’s statulors 
obligation to repay the amount be‘borrowed* from the customer According 
to JoncJ,‘The banker s primary contract IS to rcpa\ moneys rcccised for his 
customer's account usually by honouring his ch“ques ’ In Pranenda Mohandas 
vs Central Dank of India {MK I97S, Calcutta 5^> case, ibe Calcutta High 
Court held that the banker was obliged to honour the customer's orders on the 
funds tn band Banker should pay withdrawal forms or cheques signed by the 
customer on his saMflgs bank account or current account. Scetion 31 of the 
A’cgo/i<i5fe Instruments Act, ISSI lays down this obligation in thc'e words, ‘The 
drawee of a cheque haMng suScient funds of ibe drawer in his hands, properly 
applicable to the pay inenl of such cheque, must pay the cheque when duly 
required to do so and m default of such payment must compensate the drawer 
of any loss or damage caused by such default ’ 

Thus, the statutory obligation of the banker is not unconditional, the 
banker should pay his customer's cheques when the following conditions are 
fulfilled 

(0 Sufficient funds in cus'ort cr’s cecotirl Banker should honour his 
customer’s cheques only when funds are suEBcient or at least equal to the 
amount of the cheque presented for payment. If the customer has paid m 
some cheques for collection, the funds cannot be calculated to be sufficient 
including the amount of these cheques unless they arc collected and credited 
to the customer’s account. If there is any express or implied a^emeat 
between the customer and banker (hat cheques may be paid e\en when the 
funds are lackmg then the banker sbou'd leep on paying such cheques If the 
banker wants to discontinue ibis arraugeiDent he should give an adequate 
noUcc to the customer to ibis effect. is also oecESsary even when 


> Choilcy and Smart, cp nu 
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cheques have been wrongly/ paid although the funds were insufficient and the 
bank does not want to repeat the mistake Howc\cr, the banker should never 
make part payment of any cheque on the pretext that funds were sufficient 
for the part payment and were msulficient for full payment of the amount of 
the cheque 

Sufficiency of funds would be seen only in the context of the branch ofthe 
bank on which the cheque has been drawn The funds in the cusiomcr’saccount 
at other branches of the same bank haveno relevance here In Afo/iarnmcd 
Hitssain rs Chartered Bank. (1%5) 2 Camp L J 37 the Court held that 
although the bank had a right to combine several accounts of the customer, 
the customer himself had no right to require the bank to combine his accounts 
for calculating sufficiency of funds for payment of the cheque Ifafsbury's 
Lanj o/£'/ij,/(i/i</also treat different branches of a bank as separate entities 
for payment of a cvslomer s cheques 

(ii) Ftiiul^ slioiihl be properh applicable to the payment of cheque Ranker 
should pay the cheque from the account on which it has been drawn A 
customer may be having so many accounts at a branch or may keep different 
amounts for special purposes m any one account at a branch The banker 
should not allow payment of cheque for the purpose other than the one 
desired by the customer 

(ill) Banker must be rfii/y required to pay Only such cheques, or with 
drawal forms or slips should be paid which are in proper proforma Every 
bank has prescribed proforma through which a demand for payment may be 
made by the customer Tlie cheque should Imc been properly and legibly 
written and signed, all entries completed and duty dated ft should neither 
be post dated nor stale It should be presented at the proper time le on 
working days and during working hout^ it should also be presented on the 
proper counter of the bank so that payment thereof is received without 
delay 

2 Banker's Iiabilil} on wrongful dishonour A banker is liable to pay 
cheques only when all the requirements mentioned above arc fulfilled If 
proper demand IS not made, banker has every right to refuse pajment but 
before dishonouring any cheque il should thoroughly check contents of the 
cheque In Fleming is 5aiik o/iVeu-ca/and s case it was held that a banker 
should not injure his customer s credit by refusing to pay his cheques except 
on reasonable and proper grounds A banker is liable to compensate its 
customer if the dishonour i$ wrongful Wrongful dishonour may cause a loss 
or damage to the business and prestige of the customer This liability ema 
nates from 6^ec/it)rt ii of the Negotiable Instruments Act, 1S81 A loss is 
always financial in nature while a damage may be to the customer’s prestige 
or goodwill m the business circle When deciding the amount of loss or 
damage, the following points may be considered 

1 The customer s creditor demanded immediate payment 

2 Some important business deal was lost 

3 II must have damaged the customer s entire business 

4 It must have hurt the customers prestige or goodwill 

5 Customs and practices prevalent in banking and business circles 
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A customer maj demand compensation on the basis jOfgravitj or inten¬ 
sity of loss nominal or substantial—sustained by hin due to disbonour of bis 
cheque 

0) l^cmmol Loss If the drawer of a cheque is not a trader or bnsi 
nessmen, any financial loss or damage to Ins goodwill would be nominal 
and therefore he can claim only nominal compensation The following 
case-laws can prove an important guide m this respect 

Gibbons ir estmmsfer Bank {19)9) )l TL.R )34 The plaintiff, 
Mrs Gibbons, who was not a trader, bad paid into her account with the 
defendant bank a sum of money which owing to an error was credited to 
another customer s account » The plaintiff then issued a cb eque in pavmenl 
of her rent but this was di'honoured bv the bank under the impression that 
there were insufHcient funds in the account to meet it 

When she heard of the dishonour of her cheque, she brought an action 
against the bank Justice Lawrence held. ‘A person who is not a trader is not 
entitled to recover substantial damages for the wroncful dishonour of his 
cheque unless the damage which he has suffered is alleced and proved as a 
special damage ’ 

Thus, she was awarded a nominal damage of 40 sbilliogs only 
Shree Kanaseema Co operative Central Bank Ltd ts SnbrahsaofaiD 
In this case Mr Subrahmnnjam drew a cheque for Rs 2S on Shree Kaoaseema 
Co-operative Central Dank Ltd Before tins Mr Stibnihrranyaro had s"nt 
another cheque for collection for which his banker informed that the cheque 
was collected and credited to bisaccounl But in fjcl this amount vras wrongly 
aad inadvertantl) credited to somebody els^’s account Consequently on 
presentatiOQ of this cheque for payment, the bank dishonoured it for want 
of funds Held that it was a wroncful disbonour but 'mcc Mr Subrahmanyam 
was a non trader, be is entitled for oommat compensaiiuo (Rs 175] only 

(i/J Specia], Substantial or Exemplar) Loss When a cheque of small 
amount is wrongly duhonoured and the drawer is a trader or businessman, 
the loss to him can be special or substantial Dishonour of small cheques 
may injure his goodwill m the business circle and the situation may aggravate 
to such an extent that he may have to dose his business Therefore, such 
customers may demand special or substantial compensation for a wrongful 
dishonour A non trader customer can also ask for exemplary compensation 
if the wrongful dishonour of h»s cheque has caused him a mental torture or 
agony to a great extent A few unportaot cases are nnen below 

Nctr Central Hall ir United Commercial Bank Ltd {AIR 1951, \fadras 
153) In this case M/s New Central Hall had an account at the Madurai 
branch of the United Commemol Bank Ltd The clerk of the Bank forgot 
to credit the customer's aarounl with the money which had been deposited by 
the customer M/s New Central Hall had drawn eleven cheques aagreeating 
Rs 4 000 by the end of Nov 1951 

On presenfalion. the United CommerciaJ Bank dishonoured these cheques 
wrongfully On detection of the mistake, the Bank apoloeiscd to its 

» Philip A Cheetbrant Ceset tn Banking 
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cuslomcr M/a N«w Centra) HaU for the inconvenience anil o/TcrciI to wnci 
on explanation to nil the payees who were atTcclcd by dishonour of the 
cheques Hut M/s New Centra! Ih!l tin! not accept this otTcr and filed 
a suit OEainsf the Uantcr for wroncful dishonour of the cheques and also 
claimed a compensation ofRs 50 000 

The Madras Ili^h Court held in its judgment— In eases where a cheque 
issued by a trader customer 15 wrongfully dishonoured evtn spccnl damages 
could be awarded without proof of spccnl loss or dimige The f ict that such 
dishonour took place due to mist ike of the B ink « no extmc not can the 
oITcr of the bink to write and npotoii/c to the payees of such dishonoured 
cheques affect the Inbility of the Bank to pay damages 

The Court ordered the United Commercial B ink to pty to M/s New 
Central Hall Rs C 000 ns compensation and payment of interest at the rate 
of 6 per cent per nnniim plus proportionju costs of the suit 

Davidson vi Bnrehy s Bank I td (IJIO) 164 I 1 25 In tins ease, 
Davidson n bookmaker opened an account with tlic It irclay s Bank Ltd 
The plaintiff drew a cheque for £2 f5s 18 d a small nmounl upon the 
defendant bank Earlier the customer had countermanded piyment of a cheque 
which the defendant bank disobcyingly paid As there were no sulTincnt 
funds on t)tc account to meet the sccoin} cheque the hani returned the cheque 
marked ‘Not sufTicicni 


Mr Davidson filed a suit against the wrongful dishonour of the cheque 
The court awarded damages to Mr Davidson to the extent of £ 250 fn the 
course of the jiidgmcitl Jinike ///// ry said )t is not the mistake which 
creates the occasion it is the occasion which is followed by the mistake ’ 
Cannm llnnk va I V ItajRopal (/W, / Mud 420) In this case 


Mr Rnjgopal was a representative of a reputed group of concerns at Madras 
He issued a cheque for Rs 29140 on his personal bink account to pay the 
telephone bills in the name of the group of concerns TI c Cm ira Ihnk 
dishonoured the cheque wrongfully Consequently the telephone connection 
was disconnected 7 hc employers dismissed the representative Mr Rajgnpal 
filed a suit against the banker The Madras High Court licM lint the dis 
missal of the employ cc was the direct outcome of the conduct of tlic B ink A 
compensation of Rs 14 000 wis ordered in favour of Mr Rypopal because 
he had to suffer n great deal of mental agony and loss of prestige 

It may be noted that a banker s liability for a wrongful dishonour of a 

cheque is only towards the drawer and not to the payee In Mg///dAr/ree 

ltd vs P C Omnie/i (AIR 190) Kerala 306) ease it svas held tint the phinlifT 
Company holder of the cheque could not claim any compensation from the 
bank since under Section 31 of the Negotiable Instrument Act liability of the 
drawee bank was only loss ards the drasscr and not to the payee of the cheque 
3 OH/),allon to uuiiniaUi irmej o/ Accounts Hie banker keeps a 

record oftransaclions which take pi ICC on the customer . nccounls Since 

these iramnetions are of a private cliaraeter the I,inker s .ei,l.l not nnke them 
krrown to the pobl.e or a Ib.rJ party > « a Innker . duly to 
Plete secreey okthe stale ok its costomers’ aecooni, ‘/“"I',!’'"'’" rl.lt 
know about the stale of any e..sl»t»« 
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finasaal posiboa of the customer is % cij •weal, jt Tn 2 > hurt the prKJrce cf the 
ctistomer Aocordinc to Str John Pega, ‘This oWit^uon of the txjsl to troin- 
tam secrecy exists es-ea after the aislomci^s acenunt has b*«i eJosed.’ Uls 
obligation of the hanlcr IS qualified but not absolute. If the banler males 
unwarranted di'^lesurcs of the actouai of his customer and Jh= latter <aj‘em 
loss therebj, the banker is liable to compensate the nisinmcr 

The ohltgalion to maintain secrecs was first Ircally reTrcni'^ed m PerJr 
la Itcrei, iifti’ case. The folioning case is jIjo importaiit in 
respect 

Teuroier rs >afional Pretineial atd Lxiicn Bank c-f Ecglird {I9'4) I KB 
46J Mr Toiimi*r became enstom'T of the bank b\ rpeainc an aaaMmt in 
the National ProsiDcial and Union Banl cf Enchnd In April 1922 
Mr Touraier cot an oicrdraft of f 9 ‘Js 6cl from bis Banker on the lenns that 
that It uojld he repaid in uKlalmcnu of£ 1 per vc-k,—Mr TcarnicTCotJd 
not repaj *ome of the m^laiaieois The Bank iBana''tr ^u'ht an opponumly 
to inform Mr Toumier s emploxer that a loan was taken b> Mr Tounu'r 
and «OEre in'^lalmcnts u ere not repaid in lime In consequence Mr Tournicr’s 
emplo\meni '06 terminated The plamidT sued the dcfecdanl Bank for 
slander, and aUo for breach of an implied contract to maintain secrecy of 
the account The coun ordered the Banl to pa' eomp^esanoo to ilr 
Toumter, Lord Jtsuce Baokes said ‘The dutj of non (ii«clo«ue isa le***! one 
arising out of contract and that th* duly iS not ab'oJj'e, but qualified. Itis 
not possible to frame an\ exhaustnedefinition of the cu!\ The follouini; 
classificatiCD cf qualified dirt) of ibe Jonlrr lo di^do 's information about the 
accounts of customer has emanated from thisdse law 

(ti) Where discJosure is under compulsion hi law 

(/i) WTiert there is a dut' to the public lo dKlosc. 

(c) WTicre the interest of the bank required disclosaro. 

(d) WTiere the disclosure is made the express or implj*d coareal of 
the customer 

This obligation of roamlaminc secrecy of accounts also appTicable to 
nationalis'd hanks. Scruat IS of the Bjif jngCcrpjrfs (4'-s:iJKit n-j 
Transfer cf Und'rtalings) jieJ. 1970 require^ cuth banks ‘lo obs-rre, except as 
othermse required b) law, ihe praciios and usa'''-s cuslomaty amonust 
bankers and in particular not to dicul*^ am information rclaUac to the 
affairs of the constituents except lu arcnmstaoces in which ihev are, in 
accordance mth law or practices and usa'^s customarv an-'H" bankers, 
necessary or appropriate for them to divulge such mfcrmation ’ Thus, 
obliealion or««crec' may be relinquished in the foMowuie circumslancs 
(1) Compulsions of law, and (2) Pmcticcs and usares cusiomarv among 
bankers 

The obli'^ation to maintain secreo is not absolute but with qualifications 
and iherefore the banker should disJose Ihe state of customers' riccounts only 
when fjionnl)/ a i Jproper need exists. 

DISCXOSUKE COltrlTLS ONS OF lAW 

The banl er 15 justified to disriosrany infonnalion about his customers’ 
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accounts when he is sfafutorily required to do so as discussed below 

} Disclosures under ihe Incmne Tax Act, 2961 Section 131 of the 
Income Tax Act endorses the same powers to income tax aufhoriljcs as are 
conferred upon courts under the Code of Civil Procedure. Thus, income 
tax authorities can enforce attendance of any person {including any officer of 
the banking company} for witness and examine him on oath Such persons 
could also be compelled to produce books of accounts and other documents 
but on a prior notice Section 133 (6) of the said Act further empowers 
income tax authorities to require any person including a banking company 
and/or any officer thereof to furnish information or furnish statement of 
accounts and affairs in relation to such matters as may be helpful to any 
proceedings under the Act Thus, income tax authonties can gather informa¬ 


tion from banks for asses ^ng tax liabilities of the persons and institutions who 
have bank accounts 

Under Sectiuj^S^^the^com^ax Act, 1961, Banks are also required 
to submit to the^oiwirtax authoVi^iCs^e required particulars of all such 
customers who ^ave^been paid >n^cre» etceedme Rs 400 in a financnl 

I IxCC’"' '' '< [ 

2 Dtschswfs under Companiq^lfi 2956 If the Central Government 
’ . • ;k company 


e duty of all 


(/) to produce all such books or papers in their custody or power which 
are related to the company so referred and 
(ii) to extend all such co operation to the Inspector, which they can do 
reasonably (Section 240) 

It should be noted that the banker s obligation under the aforesaid law is 
only m connection with a joint stock company A banker is not bound to 
reveal information about any other customer of the bank to such an invcsti 
gator (Section 251) 

3 Disclosure tinder Bankers' Books Evidence Actt 2S91 Abanl.cris 
obliged to give information about its customers to the law courts as an 
evidence In order to avoid mconvemence to bankers in attending courts, it 
has been provided m the Bankers’Books Evidence Act, 1891 that certified 
copies of the entries in the bankers’ books should be treated as sufficient evi¬ 
dence and production of original books m the court may not be forced upon 
(Section 4) It should be noted that certified copies of entries will be treated 
prima facie evidence but this rule shall not be applicable where banker 
himself IS a party to a suit Then in that case original records should be 
produced Under Section 2 of the Rinten’ Books Evidence Act, a banker 
need not mention as to from iihich book certified copy of the account has 
been prepared [Allahabad Bank ts Bharat Vegetable Products Ltd and 
others (AIR 1979 NOC 15)] 

4 Disclosures under the Reserte Bank of India Act, 1924 Under Sec¬ 
tion 45 (B) of the Reserve Bank of India Act each banking company is under 
a statutory oblication to furnish credit informations to the Reserve Bank The 
Reserve Bank keeps such information confidential, though such information 
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can be supplied m a consnlidated form lo any banking company According 
to Resenc Banl of India (Amendment) Act, 1974, banks can now mutually 
exchange credit informalion freely 

5 Disclosures under l!ip Banking Reguhiion liet, 1949 Under Section 
26 of the Banking Regulation Act e\ery banking company is required to sub¬ 
mit an annual return of all such accounts which ha\e not been operated for 
the last 10 years The amount of deposits standing to the credit of such 
accounts should aUo be shown in the rcitim 

6 Dticloaire under die Foreign Exchange Regulalion Act, 1973 Banking 

companies which arc •autlion<cd dealers’ of foreign exchange and officers 
and employees of such hanking companies are to assist officers of the Direc 
toratc of Enforcement and the Reser\c Bank of India m inspecting the 
books, accounts and other documents of such company Inspecting officers 
can also examine on oath such banking cor^uay^nd its officials (Section 
43, F E R A . 1973) ' 

7 Dtschsitrcs under the Gift Tat Act, J9S8 \ Seciion 36 of this Art 
confers upon the gift tax authorities some powers ns hascbcengiscn to 
income lax authorities under Section 13] of ihc rclevanllAct 1 

8 Criminal Proeedure Code and Diselosures H 'BanJis Under Seo- 

lion 94(3) of the Criminal Procedure Code officials of fh? Police Department 
can inspect account books of a bank but the-bank is no^ebhged to produce 
account books as an esidence before the police ^ {SeciianS of ibc Bankers 
Books Evidence Act) ** " 

9 Disclosures wider th< /ndustrioJ DeielopmenI Bank of India Act, 1964 
According to Section 29(ix)(A) of ihis Act, State Bank and any subsidiary 
thereof, nationalized banks or scheduled banks, and State Co operative Banks 
etc are obliged to furnish information or any other information lo the 
ID B I in such manner and at such lime as ihe I D B 1 thinks fit 

WSCl-OSUnE PRACTICES AKD USAGES IN THE BANKING BUSINESS 

Bankers arc bound by customary practices and usages to disclose informa 
fionabour rfieir customecs' accounts Law also permds and protects such 
disclosures by banks The following points are of signific-nce in this respect 

I Express or Implied Consent of the Customer When an account is 
opened with a bank, it is an implied contract between the customer and the 
bank, that the latter will not disclose infoimation relating to bis account 
without his consent So, there is no harm in disclosing information if one's 
consent has been sought This consent can be express or implied 

The consent, w ill be ‘express*, when a customer informs or requests the 
bank in writing or otherwise that balance standing m his account or any 
other information concerning h»s account may be given to his agent, 
employee or consuJtam It will be an express consent in cases where the 
customer furnishes the name of bis banker as a trade reference to a third 
party, the banker so authorised will be justified to furnish the required 
information to the concerned party because his refusal may cause loss of 
important business to the customer The following guidelines will be help¬ 
ful to bankers * 
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(0 Ifan oral enquiry IS made on the counter of the bank, information 
should not be spoken out so foudly as other unconcerned customers 
standing nearby could hear it 

(W) If the Pass Book is to be seat to the customers after making the 
relevant entries in il, il should be so gum taped or pasted or kept in 
a closed cover that none could see the contents 
(///) Information should not generally be given on telephone unless the 

banker could recognise the customer’s voice 

The consent is considered implied* if the customer gives an inkling by 
his action or behaviour that information may be disclosed by the banker 
For example if a banker extends a loan to ns Customer on the guarantee 
of a third person and such third person asks the banker some 
questions relating to the customers account, the banker would be justified in 
revealing such information because while furnishing the name of the 
guarantor, the customer had given his implied consent for such dirc/orurcs 
But implied consent should not be taken for granted in all eases Even if a 
relative of the customer enquires about the state of the account of the latter, 
the banker is not supposed to reply his querries 

2 Disclosure in the Interest of the Danker hiniself A banker candis close 
information when it is essential to protect his own interests legally For 
example, if there is any dispute between customer and banker regarding 
hahnee standing in the account of the former, or a bank has to realise its 
loans then the bank will be jusiiiled in revealing the information to a 
guarantor or solicitor for initiating legal proceedings in a law Court 

3 Disclarure on the groumh of buuncss courtesy It has also been 
customary among bankers lhai whenever a bank makes enquiries about his 
customers sureties or acceptors from other bankers, the counterpart has to 
reply and the vice versa may happen An implied consent of the customer is 
presumed to exist for it, such information is kept confidential at both the 
ends but adequate precautions should be taken in furnishing such information 

4 Ditclosures tn the public Interest A banker may be required to 
make disclosures in the interests of the public ‘Public Interest' may be 
reckoned only according to the prevailing circumstances Since it is a vague 
term and confuses the bankers, the Banking CommiMion has prescribed 
four occasions as given hereunder when the disclosures would be recognised 
in the public mterest 

(I) If a Government ofTicial engaged in the detection of a crime seeks 
certain information from the bank and the latter is of the opinion 
that such disclosure would help apprehend the culprit 
(h) !f in the opinion of the Bank, a customer is having dealings with an 
alien country or is engaged in anti social activities such as smuggling, 
over invoicing and under invoicing etc 
(ill) If (he bankers books rescal that his customer is contravening the 
provisions of any Jaw 

(/v) if sizable funds arc being received by the customer from a foreign 
country 
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PRECAUTIONS TO BE ADOPTED BY BASRERS IN DISCLOSING THE INFORMATION 

Abanlwer should adopt proper precautions in disclosing ibe financial 
status of hjs customer Undue or irrelevam information cannot only male 
the banker liable for compensation to the customer but also to the third 
party which makes use of su^ informatiofl and suffers a loss thereby The 
following points should be noted carefully 

1 Onl} facts should be mealed Only such facts as are evident from 
the customer’s account should be revealed The banker should not base his 
information on rumours Facts should neither be understated nor be over¬ 
stated Banker should furnish onl) the required information and not more 
than that Disclosures should be m a simple, clear and definite language 
The inforTnaiion should not be so vague or incomplete that the parly at 
the receiving end has to seek clanficaiions 

2 ft should be a statemcai tn Genera! The banker should give the 
information about the customer’s financial position in a general form Bankers 
often use words like‘ordinary’,‘fair’,‘good* or ‘exeellent’, ‘uosaiisfactory’, 
•undesirable’, bad’and so on for descnbtng theeredd of a customer State 
ments for praise or flimisbing unsainfactory information derogatory to 
customer are to be avoided and factual information couched in simple langu 
age should be furnished by a banker 

3 Secret} should be inainlained b} the recipient too The banker should 
also clearly state, while giving inlbrmation (hat llie recipient should maiolaia 
at his end secrecy of the information furnished 

4 Specific nteuuon that the Bank is not responsible With the secrecy 
clause, the banker should also specify that he doss not stand liable for the 
information so given It means that the recipient should himself draw some 
conclusions and that (be banker furnishing tbe information has no conclusions 
of bis own 

5 Information sftoiiW not be gixenio persons out of the context If a 
person, who is not at all directly concerned with the bank, asks for loforma 
tion about a customer’s account, such persons an‘out of context' and hence 
ibe banker should not make the disclosure, as exemplified in the folIoR mg 
cases 

Satyanarayan Jbunjbaiwiala vj Punjab Kallonal Bank Limited iAIR 1977, 
Cal 2B0) M/s Thakurdas Sureka, 172, J hi Muker;ec Road, HovvTah had 
no concern with a case before Ibe Calcutta High Court but Ibe Mr Salya- 
narayan Jhun]hunwala, Plaintiff requested the Court to order the respondent, 
the Punjab National Bank ltd under Section 6 of ihe Bankers’ Books 
Evidence Act, 1891, to produce a certified copy of the account of hf/s 
Thakurdas Surekawith the Banker 

On r^resenting their side by the respondent bant, the Calcutta High 
Court held that since the firm M/s Thakurdas Sureka was out of Ihe context 
of this case, the Punjab National Bank could not be asked to present a certi¬ 
fied copy of the relevant account 

BANKER’S LIABII-ITY ON DNIUSTIFIABLE OR UNWARRANTED DISCLOSURES 

If a banker has made unwarranted disclosures about the customer’s 
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account he cm be made liable to the customer concerned and/or the third 
party as well Indian banks generally do not sign such information given in 
writing so that they could not be made Iiible for the disclosures If the 
information has been disclosed on the occasions other than those narrated 
above, a banker is Jjlely to bear the following liabilities • 

1 Ltabihly 10 the Ciisicaner In case the banker makes an unjustifiable 
disclosure or gives an extremely unfa>ourable opinion, the customer can claim 
substantial amount for the damages suffered by him as a result of such 
disclosure 

2 Liability to the ThinlPart\ The bank is also liable to those persons 
to whom It passes on irrelevant or exaggerated information and the latter 
suffer a loss thereby provided that (r) the third party believes on the 
information given by the bank, and (//) the bank furnishes such information 
with the knowledge that it is false and loss occurs thereby to the third party 

If should be noted that the banker s liability to the third party arises 
only when the former acts frauthdently A banker cannot be held liable only 
on the basis of carelessness or negligence m passing on the information to 
the third party Banker's duty is only to act honestly but not carefully in 
(his respect Care should be (aken by the recipient of the information 
Bankers generally add dischimers m such replies so that they are not held 
liable The following case is important 

Hedicy Byrne and Co if lIcHcr and Partners Ltd. (196}) 2 All CR 575 
A firm of advertising agents made enquiries from the bankers about the 
financial stilus of a Company named ‘Easipower Limited’—which was a 
customer of the bank The banker Heller and Partners m reply said that 
the Company in question was considered good and respectable in its ordinary 
business engagements but the figure of £ 1,00,000 mentioned by the enquirer 
was larger than the figures they were accustomed to see The written reply 
from the bank began with the words—Cen/idintiaf for your private use and 
without responsibility on the part of the bank or its officials 

Subsequently, the Company went into liquidation The firm of adver* 
tisers sued the bank for an amount of£ 17,000 alleging that the replies had 
been given negligently The tnal court held that the bank had in fact been 
negligent but because of express disclaimer, the bank was not liable for 
damage 

The House of Lords also upheld the above decision Lord Morns said, 
•The Bankers stated that they only responded to the inquiry on the basis that 
their reply was without responsibility If the inquirer chose to receive and 
act upon the reply (hey cannot disregard the definite terms upon which it 
was given They cannot accept a reply given with a stipulation and then 
reject the stipulation 

Three mam points emanating from the rulings of the Court are: 

(1) A banker owes a duty of honesty to the third party 

(il) A banker cannot be expected to perform a duty higher than that of 
making a brief statement of opinion 

(dl) If a bmker disowns responsibility while giving reply, he cannot be 
held liable on the ground of neghgesce 
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GARNISHEE ORDER AND THE BA^}1 

4 Banker's obhgalion on a Gamtshfe Order If a cJeblor fails to pa> hiS 
debt to the creditor (he latter maj rvqoest the court (o issue an order under 
Order 21, Rule 46 of the Code of Cnil Prixedure, 190S Suds an order 
IS called ‘Garnishee Order’ and attaches the debtor s funds hnng la th* hands 
orhisbanlcr or elsewhere. According to Sheldon ‘A Garnishee order is an 
order of the court obtained b> a judgment creditor attaching funds in the 
hands of a third parlj uho ones the judgment debtor s moncs, «ammg the 
third party (the Garnishee) not to release the money attached until directed 
by the Court to do so t 

The word Camuliee seems lo hair oncioalcd from the Latin word 
‘Gamirc’which means*a Vianunc In a pmclicaf sense Garm«hcc order* is 
a tfarniog issued by a court of Ian to Ihe effect that funds in the hands of 
debtor s debtor may rot be utilised or spent away till further orders There 
are three parties in a Garnishee Order The creditor who requests the court 
to issue such an order is called/a(#’mnir erediicr, the debtor whose monrv 
IS frozen or stopped from further utilization is called pjJfrs’midtbtor and 
the third panj to whom such an order IS passed js ailed debtors debtor or 
GffmuJjfC 

ORDER ‘*’181’ AhD ORDER ‘ABSOLUre’ 

Tno types of orders are issued Ig-ibc court of Jaw wiea requested hr the 
judgment crirfitor but one is issued after another and that loo sequentially 
The first order issued by Court n called‘Order ATrr It is an interim ord-r 
and it means that the debt jo the hands of debtor s debtor has been frozen 
or the payment from judement debtorsaccouat is slopped by the hauler 
In another sense it IS an explanation sought by the court from tie debior’s 
debtor or banker as to why the funds standing in ibe judgment debtor s 
name could not be utilized to pay off the judgment creditor The hauler 
should immediaicl) submit its explanation (o the Court la the explanation 
the tanker may say that there js no credit balance in the custoiacrs account 
or part of ji has to be met for past dues from ibc customer 

FORM OF A GARNTSHEE ORDER 

Upon hearing Mr as solicitDr for the abaie named judgment 

creditor, and upon reading the affidavit of the Said filed the day 

of 19S3 

ft IS ordered that all debts oiriDg or acenuog due from the above named 
Garnishee to the above named judgment Debtor be attached to answera 
judgment recovered against the said judgment Debtor by the aboi e named 
Judgment Creditor in the Hi^ Court of Justice, on the day 
1983 for the sum of debt and costs on 'Hhich judgment the said 
sum of remains due and unjsaid 
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And It IS further ordered that the said Garnishee attend the District 
Registrar m Chambers at (he Court Offices on day, the day of 
1983 at ‘O’clock in the afternoon, on an application by the said Judg¬ 
ment Creditor that the said Garnishee pay the debt due from to the 
said Judgment Debtor or so much thereof and may be sufficient to satisfy 
the Judgment 

Dated this day of 1983 District Registrar 

The Second Order is called‘Ofrf'T On receiving the explana¬ 

tion from the ‘Garnishee’ the court issues a final order This is an 'Order 
Absolute’ Judgment debtors funds in the hands of ‘Garnishee’ or banker 
are finally attached Now judgement creditor has every right to demand 
such funds from the Garnishee On receipt of such an order the banker should 
pay the specific funds standing in the customer’s account to the judgment 
creditor After fully discharging this obligation, the banker is free to revive 
the Qarntshtd account It shoaid be noted that if the money under Garnishee 
Order has been deposited in the Court, the judgment creditor would become 
secured creditor and the garnishee bank will be treated discharged from its 
liability as has been held by the High Court m Rikhab Chand Mohan Lai 
Surana \s The Sholapur Spg and If'ig Co Ltd (1976) Bombay Law 
Reporter 748 

STEPS TO BE TAKEN BY THE BANKER ON RECEIVING A GARNISHEE ORDER 

Garnishee Order docs not mean that the banker becomes inactive m 
connection ui(h the particular account It is more than (his It starts a 
claim of obligations which (he banker has to fulfil The banker should take 
the following steps after the Garnishee Order is received 

1 The Banker should ascertain (he amount and judgment debtor’s name 
in the order It should find out whether (he entire amount of the debtor in 
the hands of banker has been attached or a specific amount has been attached 
In the first case he should stop all payments, whatsocser, from the customer’s 
accounts 

2 It should stop making payments from the customer’s account as soon 
as a Garnishee Order is rccwivcd 

3 Simultaneously, it should inform the customer too about the 
Garnishee Order so that dishonouring of cheques may not occur If any 
cheque is presented for payment, the banker should return it with a suitable 
remark preferably Re/er ro DroMer The amount specified m the order plus 
costs should be transferred to 'suspense account’ and from the remaining 
funds, if any, the customer’s cheques may be paid Now a days 'limited 
garnishee orders’ are m vogue 

The banker should apply ‘Garnishee Order’ to the customer’s account 
only when the name of the customcrappeanng therein is found to be correct 
If the name dilfers, the bank should report to the court that customer by that 
name docs not exist in the bank record InCoch u Mineral Ore Sjndidate 
(London and Western Bank Ltd Garnishee) it was held that since the judg- 
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mcnt debtor’s name did not ta^ljr with the customer’s name in the Gamtsbee 
Bank, the Bank should not stop payments The burden of proof that accord 
mg to the facts the order is applicable to such and such customer’s n ime lies 
upon the judgment creditor himself 

4 The Gamtsltee Order atlKltes not only the debts due but deb(s accruing 
due It means banker is stopped from paying all such debts which are cither 
due presently (on the date on which the order has been sen ed) or have 
accrued due and are payable at a future date to the customer InS^ed 
Ttiuissoohs Ragljunatli[I87l)^ the Privy Council observed that ‘An existing 
debt, though payable at a future date, may be attached ’ Thus, not only the 
credit balances standing in the customer scurrent and savings bank accounts 
may attached, but all fixed deposit accounts of such customer may also be 
attached 

5 If the Garnishee Order has been received at the Head office of the 
bank, It should be conveyed to all the branches by the Head office For any 
delay or default in conveying the same, the Head office will be held liable 
and not the branches 

fi The banker should pay all such cheques in the customer’s name as 
have been presented before the Garmshee Order is actually received by the 
banker 

All cheques previously‘markedgood/or pfljffjcnf’ by the banker before 
receipt of the Garnishee Order should also be paid by the bank 

7 If a customer has two or more accounts m a bank some showing 
debit balances and others showing credit balances, then it would be the duty 
and right of the banker to set off debit balances with credit balaoces and if 
any credit balance 1$ sill! available. It should be utilised for the Oamishee 
Order Thus it is not true to say that the Garnishee Order is applicable to 
accounts showing credit balances only and debit balances should not be consi 
dered (T)cbal/e »s Almaram) But the banker cannot set off credit 
balance against ‘Contingent liabilities’ It also cannot effect set off by 
transferring the current account credit balance of the customer to a superfluous 
‘Vow* wwavA’ 

8 Jf a customer asks bis banker lo Iransfer certain amounts to some 
body else’s account and the Gamisbce Order is received before the customer 
is actually informed of such transfer, the Order will also apply to such 
amounts because such transfer being merely a book entry, it will not be 
effective 

GABMSHEE order ^OT APPLICABLE W CERTAIN CASES 

The law provides certain occasions when a banker can escape a Garnishee 
Order either for its own good or for the benefit of its customer, the following 
points should be noted 

1 Incorrect name If the Gamishcc Order docs not stale the correct 
name of the judgment debtor, the banker cannot identify the customer on 
whose account the order should be applied The banker should not stop 
payment cf his customer’s cheques till the doubt is not cleared through 
suitable amendments in the order 
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2 Pro^iHctht liiliimi Gitninlirc Order iJormoJ npply wjIIj pnjtpcc* 
live clTah iyivirr \i Coitiritir) (IW)) 2 Kll 102')) If n cuMomrr \m 
dcpcnitid iiflcr tlic order lit^ l»ccn received I lie riiMoiiicr cim draw 

clicinic! for (Hicli MiliscqiiciU lumninln niul ilic li inker slioiiM not dohommr 
(hem {ho li inker (x. safer m stoppmi' piynienis from Kic old auoiitil 
mK)o|H.m{i{ n new {klodiU for snh’ieqncnl dcijtiq r 

t lor(l}.iilriUi<ln\ Credit bnhniciInujMnmer’s acwMinh in forapn 
branilics of llic bulk arc ncitlicr tiiiuchitblti nor uvadibic for set olT banu^c 
tlicjunsdutmn ofany loimirys law i-i wlildn It^ own territory and not 
outside 

d 0\crifnrfi If (he banker has sanctioned an overdr ifl (o id customer 
(lie rclaljoiirliip of tia b inker ciiMomcr clntifcr frrim Jln( of debtor cralitor 
sluj) to creditor dclitorsbip A (larnislicc Order is not applkablc jq unst the 
debit bal nice of the iucoiint 

5 Uiichortil tln(fin\ tlruO\ iitui I Hli cU (larnislicc Order eiinnoi ntliicli 
amounts of clicqtics drafts and bills etc wbicli have liecn sent for collection 
bm no! yr( cidlcUfiMdJ Ihc fcicjpi of ihc order, even ff (here « an /ffiphe<( 
or express underjljuidmi! beiwccn ilic banker am) luslonicr in credit (he 
amounts of cheques, dfiifis. am! bills cic, lo the latter's lucoimt even before 
tlicir clearing 1 lie h inker is cniiilcd (o return such amounts away from the 
attachments 

tn A. I. tlmlcrwoiiil i v llarrlny's Hank (/9.Vj / Kfl 77$, it was field that 
the i arnishcc order c<»td<l noi «(iath uncleared e/Tals or (he animifd ndv meed 
ihcrinn smec the hmker was entitled to retain such fiimU and dislinnr>iir die 
ciisloincr's cheques presented thereupon 

Securities of a customer held in safe custody hy a Innkcr cannot be 
ntiachcd Siiuil irly, the Garnishee Order docs not apply to securities (slnrcs, 
stocks and dcbeiilufcs c(c ) eiKrusied (o (he binker for sale The hiiikcr 
holds them In tlic tapac/ly of nn «/ enl nml ihc npenty work Is not cnmpJelrd 
till the sale Is cllcclcd and prweeds nrc credited lo Ihc customer's account If 
the proceeds are credited after receipt of the fnrnlshcc order, they will still 
be out oftbe purview of iillachmcnt 

6 CiM/mmr't /(i/i^rf/p(<> If Ihc customer suhniils an application to 
ho deeJired Insolvent by the court, bciwccn the hsHc of 'Order nul and 
‘Order ahsolulc', I))C Garnishee Onlcr won't be npphcildc to the customer's 
account In the same way ifn judpmcnt debtor company is under liquidation 
by order ofthc court, the Garnishee Order won’t be effective 

7 Joint (imwui A joint account it always held hy two or more than 
(wo persons ff a Oirmshcc Order It IstueU and any one of (he nccouni hold* 
ers It K jtidpnienl debtor, (he order einnoi atiach the credit ha) ince lying in a 
joint account In contrast, if all the pcriont In n joint nccoUnl nrc judgment 
debtors, tlic p irnislicc c in ntlacli the credit bdincc of Ihc joint account 

A pvrmshcc order issued on joint account holders em also ninch theif 
indivuhnl nccouuts In the Innk, bcctusc they arc Jointly and scvcnily liable 
for (he debts (ikciijolmly 

In Illrfharan »t 1 vnnsIHarcIay’a Itank Garnishee) (/VlV) ll'/V 219 2 
hUliOl, it was held that if husband and Wife «crc joint account holders and 
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each of llicni 'ncrc tl3^jnp nplit lo miihdraTvals from lie cccovnt. the 
GamJ^Lee Order brought b\ judgment creditor against husband could not 
apphexJ to llie joint account 

In Xandikstfa Anjana sod others rr Bsadi RtmaLri^hna cad others (AIR 
1971 An-U-ra held ibat the debt jojnth due to a judgment debtor 

and another cannot be attached under Order 2J. Ru’e-?6 of the Cm] Proce¬ 
dure Code The amount of a debt due to a judgmenl debtor alone can be 
attached but the attaclimcni of the debt doe to the judgment debtor and 
another bKoracs illepl {Bst^ha^x SuJjin’cn SsHb (AIR I9'6 Madras 16')] 

8 P«;r/rrrs)ijp Arrmrttj If the Garnishee Order has been issued in the 
lodnidual names of all the partners the partnership account can be attached 
If the garnishee order has been issued in the name of a partnership firm the 
account of the firm and accoonts m the lodnidual name can also attached 
because partners are liable joinllj and SCI erall) for the debts lalm by lie 
firm But if the Ganushee Order is in the uidmdual names of some paiforrs, 
the firm's bank account cannot be attached 

9 Trust Aefpur.is In case a judgment debtor is bolding a baiilL 
account fox the benefit of a bcncficiarj. he is rccLcncd in a fidunarj capacity 
and as such funds held b% haa as trustee are cot attscbable bj the Gaimsbcs 
Order It ts almost a norm that trust funds ennnot bs taken for a 
personal use of the accoont holder (but a banker should be anare of ilus fact 
that so and so secourt number is a trust aaouct) 

ATTAaiMENT ORDER BY D^COME TAX AUTHORITIES 

Inccirne tax authorities haie been cmponeied to attach credit balance of 
anj person's bank account nhc» has been defaulung in pajmtnt cf taxes 
due from him According to Section 226(3) of the Indian Income-Tax Act. 
1961, ‘The Income-Tax Officerrnas requirebj notice la wTiUng anypersoa 
from 'nhom niorcy is due or may become due to the asscssec rr say suth 
person ^ho holds or may subsequently hold money for or on account cf the 
assessec, fa pay fo the iflcome-fix officer an amotznf equal to tit sisoust of 
the arrears of tax or the s^hole amount if n is equal lo or less than the 
amount of such aircais.’ 

Thus, income-tax aulhoriues may attach (0 eiisung credit balances, 
(I'l) money that are due but not payable on the date of tie order, and 
(ill) moneys due subseqaeniJj. Id other noids, credit balances lying in 
current and savings bank aaonstsss'ucllas amounts in fixed deposrts due 
presently or at any future date may be attached by the authorised Income Tax 
Officer in realisation of tax arream from the defaulting as'^esses, isho are 
customers ofbanks. In addition to these, the following points should also 
be kept in xiew by bankers : 

1. If the assessee IS one of the cousiitucnts of a joint account, the 
attachment order by income tax anlbonoes willbeappbmblelo joint 
account also and unless olbfmi'® pioi*n3 all lie cnnsniucnts of the 
joint account will he presumed Id ha\-e equal shares in it. Thus, 
the defaulting asscssec's share in the joint Mcount will be attached. 
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i Banks are required to follow this order and make payment ^\llhout 
demanding any pass book or deposit receipt which they would have 
otherwise demanded for the purpose of making any entry or 
endorsement 

3 The banker shall be discharged to the asscssec m-default to the 
extent he makes payments under Section 226(3) of the Income Tax 
Act, 1961 

4 If the banker fath to comply with such orders, he wiH also be 
deemed to be 'an aisessee m default' and all such action may be 
taken against him m realisation of the tax arrears, as could have 
been taken against the original assessee stated m the order 

RIGHTS OF A BANKER 

Rights always follow obligations Rights increase the cHlcacy and 
efTiciency of a banker to fulfil his obligations laid down in the law The 
rights discussed below form an essential part of the relationship between 
bankers and customers 

1 Right of General Lten This is a very important right of bankers 
A banker can retain (he property of (he customer until (he debt has been 
totally paid Without this, (he realisation of debts granted to customers 
may become paralysed ‘Lien* may be defined as a right to retain such 
goods and securities of the customer as may come in the ordinary course 
of the business until the customer has discharged the debt due to the banker 

According to the Picfhnary of Banking, 'Lien is the right to retain 
property belonging to another until debt due from the latter is paid * The 
Hahbury's Law o/£Mglti/irf defines hen, ‘as a right m one man to retain that 
which 18 in his possession belonging to another until certain demands of the 
person in possession are satisfied * Under 5ccrf<7«/7f of the Indian Contract 
Act, 1872, the scope of lien has been mentioned which tantamounts to the 
meaning of hen The banker's general hen confers upon him, in absence of an 
agreement to the contrary, the right to retain securities etc in respect of the 
general balance of account due by its owner to the banker F E Parry says,* 
‘A hen is the right to retain property belonging to another person, until a 
debt due from the owner of the property to the possessor of the property is 
paid 

Thus the possessor (Danker) of the property cannot sell It because he is 
not an owner, he can only retain the property till the realisation of the debt 
The lien has a nuisance value from the owner’s view point since he cannot get 
the property back till he repays the debt 

A lien may be either ‘general’ or ‘particular’ A ‘general hen' empowers 
the creditor to retain all the movable properties belonging (o the debtor 
till the realisation of a debt or debts or any amounts due or general 
balance of account that happen to come in his possession during the usual 
course of the business Under Sec 171 of the Indian Contract Act, 1872, 

• r E. Perry, Elements of Banking, London, I97S, 301 
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‘general lien’ i? available to bankers, nharfingers, factors and atlDrncyS 
ofHigh Court, provided there is no agreement to the contrary ' A ‘Particular 
/jo/i* confers a right upon the creditor to retain the goods or property, which 
js connected with the transaction of a particular debt or on the basis of which 
the debt had been granted, for example, if a banker extends its customer a 
loan of Rs 30,000 on the basts of securities for Rs 50,000, the banker has a 
special hen on such securities and can retain them until the debt of Rs 30,0C0 
IS repaid by the cuslnmer Tlicre arc several cases of ‘special lien’ in our 
daily life- A Thailawala (Public Carrier) can retain the goods till the 
payment of liis wages or carrying charges arc paid to him a tailor is supposed 
to retain the clothes till the tailonng charges arc paid to him, and so is the 
case with goldsmiths and cobblers The Indian Contract Act contains many 
provisions of ‘special lien’ under its various Sections—(/) to a finder of 
goods under Section 168, (ii) to a bailee under Section 170, (m) to a pawnee 
under Section 173, and (ri) to an agent under Section 221 Besides, the Sale 
of Goods Act, 1830 also provides under Section 27 c right of special lien to 
art unpaid seller 

It IS important (o note that bankers cannot avail ‘general' Iico and 
‘special’ hen simultaneously {lytlkmson and erhtrs \s. London and County 
Banking Co 1884) * This is so because a parnailar hen defects the general hen 
If a customer has deposited securities of Rs 50,000 for a loan of Rs 30,000 
and if the loan is not repaid m time, the banker can realise principal amount of 
Rs 30 000 (plus iniercsi, if any) but the bankcrcannot exercise simultaneously 
a general lien over the remaining amount of securities for any other debt due 
General lien can be exercised only when the customer has allowed these 
securities to remain with the banker even after the payment of a particular 
loan has been completed The customer is supposed to have redeposited 
them with the banker (London & Globe Finance Corporation, 1902) 3Vhcre 
a Particular lien cannot be proved, the General hen will prevatJ [Kimhan 
Mayanys Bc/ik o/A/ndrar (1897) 19 Mad 234] 

GliaCSAL ll!;,VA?a^ TtiE IJSN 

The ‘banker’s Iicn' differs from the ‘general Ken’ While the general lien 
gives merely a nght to retain or possess the goods, the banker’s hen adds to it 
a right of sale too in case of default by the debtor Because of this additional 
right, the banker’s Jien is sometimes equated to an implied sale But an ade¬ 
quate notice should be given to the customer before a banker proceeds to sell 
the goods under its lien 

The peculiarity of banker’s Iicn over (he general lien has been confirm¬ 
ed by Lord Campbell in Brando vs Bor/ieM (1846) 12C&Fin 787 Accord¬ 
ing to him, the right acquired by a general hen is an implied pledge ‘Bankers 

> In 3 recent Indian case (Vija> Knmar vs M/s Jullundet Body Builders acd others 
(AIR J 981 Delhi, U6) It washeld ihatdepositreeeipts held by the bank as a senjrity 
for the guarantee giTca on behalf orthcmsfoirer couW BOt be retained la satisfaetion 
of general lien after the ‘Panicutai lien’(the euaiantee) was released The terms on 
which securities were deposited might of coune create merely a particufar lien and not a 
general hen 
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most undoubtedly have a general lien on all securities deposited wuh them 
as bankers by a customer, unless there be an express contract or circumstances 
that show an impfied contract, inconsistent with lien * 

The foJIoning conditions are to be fulfilled to enable a banker to exercise 
Its lien over the goods or articles belonging to the customer _ 

1 The property must have come in the hands of the banker in his 
capacity as a banker and not otherwise 

2 The property m possession should not have been entrusted to the 
banker for any other specific purpose which is inconsistent with the 
hen 

3 The possession of the property should have been obtained lawfully 
by the banker 

4 The banker should not have made any agreement with the customer, 
inconsistent with the lien 

APPLICABILITY OF THE BANKER’S GENERAL LIEN 

The following special features can help us m Understanding the banker's 
general hen in a better way 

1 On all the goods and securities received by the banker during the course 
of banking business Banker’s general lien is applicable on all the goods and 
services which happen to come to the banker during the course of the banking 
business Of course, there are certain exceptions when the right of lien is not 
available to the banker even when the customer’s goods or securities arc in his 
hands For exsmple. moneys handed oicr to the banker for remittance to 
another place cannot be retained by the banker 

7 Banker's general hen IS an impliedpledge Banker’s lien is more than 
the general lien available to any other person who is not a banker While a non 
banker cannot sell the movable property obtained under lien, a banker can 
not only retain the goods but also sell them after a propT notice Banker’s 
lien IS sometimes equated with an implied pledge, because it is only a pledge 
which can gne any creditor a r/ght of sale of the debtor’s property But while 
a pledge can be effected by an express agreement, the banker’s lien does not 
need an agreement, it is obtained by him by virtue of his business of 
banking 

3 Tndian Coniraci Act conf-rs she Right As alrendy staled, i hanker 
need not enter into any contract or agreement for obtaining the right 
of hen Section I7I of the Indian Contract Act confers such right on 
bankers, factors, wharfingers, attorneys of the High Courts, and policy 
brokers Although it is a genenl ben but it is equipped with a special pnvi 
lege of the right of sale and therefore it has been restricted to certain 
persons 

4 The right can be exercised on customer’s properh onl) If (he customer 
has not paid his dues the banker can apply his nghf of hen on credit balance 
of the customer's account or on his goods and securilies held by the banker 
Credit balance of joint accounts or poods pledged in joint names including 
the customer cannot he covered under this right Simihfly, banker s hen 
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cannot be applied on indnidml accounts and propenies in indiMdua] names, 
if the amount is due or unpaid on joiotaccounis 

5. 5'ffun/ies left iw/ft barler errn tfrrr repnrrei:: of the l&sn 
dtract 'Ijen' Banicr’s general lien would be applicable on sueh 
securities which had been lodged with the hauler for a spenSr Joan and, 
after repaMnent of the loan, the customer still allowrd them to remain waih 
the banLer fin Lordon £ Globe Ftrsnee Corporation (I9Q2), 2 Cfc. 416]. it seas 
held that secunlies so left were suppo^Lcd to base been rcdeposited m heu of 
other dues to the banker and hence banker s nght of hen enisled 

6 Lien ir cpplieable to bonds enJ empors deposited for ceUeCton Bonds 
and coupons entrusted to the banker for collection can be subjected to the 
banker's lien but if the coupons ha\c been cat off from the bonds by the 
customer and pnen for collection and the bonds base been deposited in the 
bank for safe custody, the rich! of li'o won t be a%ail3ble to the baolcr on the 
bonds 


CIRCUMSTANCES ^MfEN BANKER'S LIEN IS 
NOT APPLICABLE 

A banker cannot apply hvs right of lien in the foUow iog cimimvtances : 

1 Sofecustodi deposits Ifa customer deposits securities, onntnents 
and other ^aluab]^s for safe cu«lod> with the banker, the latter is 
supposed to act as a bailee or trustee and therefore tie banker cannot 
excictse liis right of hen on such anicles- Since the hanker gets lies* artieles 
for a <peeific purpose, a contract locon'isteni with the lien is said to exitt As 
a bailee or truMee he is supposed to return articles in «afe cuModj in the same 
condition as lhf> were received Barker cannot use them However, while 
accepting them for safe-custody. if the banker has entered into a ‘penal apw- 
ment with the customer that in case of any amount due lo the bank, neht of 
lien may be applied, then it would be treated as an exception to the above rule 

2. Documents deposited for specific pM'pisrr ^NTicn bills of exchange, 
securities or any other doconjcnts have been deposited vnlh a bank with 
specific instructions hy the customer (hat the proceeds of such m'trumeots are 
to be ulili'cd for a "specific purpose, a‘Cnniro*/inK»"wrttnr luJ^ the rjeJ-j of 
l/cn' IS said to exist and therefore the ncht of ben cannot be exemsed on such 
instminenls. In Lethcm vr CTjcrrcreif Bank of 1W, it was held that 
a bank could not exercKc lien on a documentary hill winch was scot for 
collection and dishonoured If bills ch“qu« or dividend wnmnts etc. have 
teen entrusted for collection and the customer has not made mention of any 
gpeafic purpo"* for the utilisation ofthe proceeds, these wilJ be recloaed lo 
possession of the banker lO ordinary course of the busmess and hence ncht 
of licn should be applied 

1 JiSonc} dipo^its for specific purposes If a customer deposits moa-j 
with a bank or requests a bank to earmark some credit balance m his account 
fora specific purpose, the banker cannot exercise his lien over such mocn 

dcnosits For example, a customer dqvosiis R«l 5 OOO with a bank vrith a 
r^est to purchase shares or debentures ofM/s Carbide India Ltd If a sum 
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ofRs 1,000 IS recoverable by the bank fromJhc sajd cijstomer the banker 
will be precluded from exercising his right of lien for Rs 1 000 over the 
amount deposited for purchase of shares etc 

4 Seciinlusanl \ahiahUs left n'-gligcntly Milh a lanker A banker 
cannot exercise the right of hen over such securities and valuables which the 
customer has inadvertently left with him Even if the securities and 
valuables have been taken away perforce by some cmplo>ce of the bank from 
their owner (customer) the bankers hen on such articles would not be effee 
tivc Such sccunlics or valuables do not come m the banker s possession 
during the ordinary course of banking business 

5 Seeimlies or vahiihhs on nliich a banker /iaj not granielaloan 
The banker s lien cannot be applied on such securities which were lodged 
with the banker for securing i loan but subsequently the banker refused to 
grant a Joan Lien cannot be exercised even during tlic penoJ granting of 
loan IS under consideration by the banker The basis of non applicability of 
Jjcn is that such securities or v iliiabJcs were received m the Kank for a spcciJlc 
purpose 

6 linmalurcd <hbts A banker cannot exercise hen over the sccun 
ties received during the course of general business m lieu of the debt taken by 
the customer but which have not yet matured For example ifn banker has 
discounted n customers 90 days bill for Rs 10 000 maturing on 15 April 
19S3, the banker cannot have Iicn over the customer $ securities (worth 
Rs 8 000) which come m tlic banker s possession on 15 March 1983 during 
the ordinary course of business 

7 Fauli) rmhls on iafualhs anl seainiies If a customer has stolen 
securities or valuables from the real owner and then deposited them with the 
banker, hen cannot be applied by the banker over such stolen articles 
because the banker is liable to return the same when demanded by 
the real owner Therefore it is very essentia! for n banker to make a 
thorough enquiry before it fakes any thing m its possession Jlowcver, this 
point does rot have any significance if the seciirilics arc m-cot nl I insiniments 
and the banker has taken them in good faith for value received and with 
proper care 

8 On IfJist inoneis If a customer has been operating some account 
as a trustee of another person or persons and if this fact is in the knowledge 
of the banker, the latter cannot withhold moneys deposited in such account 
against the personal dues of the customer 

9 Right of set pjf and not hen The banker cannot exercise right of 
lien over any credit balance in its customer s oecount because the fomier can 
apply right of set off instead The (wo nghts cannot be applied at a time 
and the banker sbould be quite careful in exen-ismg these two rights 
If It misuses any of tlicm that is right of set off is used in place of right of lien 
and i/ce \crs(t the hanker won t get protection of the law and it would have 
to suITcr the consequences 

RIGHT or srr orr 

Resides the general hen. the second Off'* “ Kanlcr can ever* 
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CISC under law is the right of set off Occasionally, 2 customer mamrains tno 
or more than two accxiunls at one branch or at sc\cral branches of the «ame 
bank The law gues protection lo the banker m its dealings with a single 
customer or his sescral accounts In exercising the right of set off a backer 
has statutory powers to combine all the accounts of a customer for the 
purpose of deciding the final position of the debts due from the customer 
According to Sheldon, ‘Set off ti r^e legal righl t) vhicha debtor is entitled 
to take Mo accctml a debt otung to /urn b} a creditor when being sued for a debt 
due from him to the creditor * 

Speaking in the context of a banker and customer, it is a situation 
where theformer has a right to continue two or more accounts of the latter 
so that debit balances of some accounts are set-off or compensated by the 
credit balances of other accounts standing in the same name, title or 
ownership of the same cuslonicr It is important to rote the difference 
between the right of licn and the right of set off Uhilethe right of hen 
gues power to retain the amounts or securities till the pa}ment of 
debt, the right of setoff 1 $ only available m connection with amounts 
but not securities or any other article and the amounts too should be in ibe 
form of credit balance/balances of in the account/accouots of the customer 
In order to exerase the right of set off. the debt must be a certain sum 
due by and to the same parties and in the same right There should be 
no such contract written or implied, between the banker and the customer 
which IS inconsistent 10 the right of setoff ihe banker will be more safer 
m taking a ’fetter of setoff' from the customer before any overdraft is 
allowed In (he absence of such a fcKer. (he banker should give a reasonable 
notice to the customer for bis intention lo apply ibe right of set off against 
the account beanne credit balance but m the meantime cheques drawn by 
customer on such account should not be dishonoured Such dishonour w ould 
be to the detriment of thc}bankcr|Grrcfi/io/gA ir Union Bank of Manchester 
(1924) 2 KB 153] Sheldon is of the opinion that ‘the banker should seek 
sanction of the customer to combine two accounts even at the time of opening 
wetQUJWt. <if tbfi Oisiatnec ’ The fbllowioccase is equated m the context 

Hafesoircr PressTiork and Assemblies T(d u 3tesf/njDs(fr Dark 0971) 

1 QD 1,0970)5 WLR625 In this case Mys Halesowen and Assemblies 
Ltd had an account with the Westminster Bank A debit babnee of £ 11,S79 
was standing in this account for a long lime On 1 April 196S the Company 
opened another Account—known as Account No 2—with the same Bank 
and a cheque for £ 8611 5 sh lOd was deposited to its credit. The customer 
Company went into voluntary liquidation in the noon of 12 Jure 1968 

The Liquidator of the Company demanded the payment of credit amount 
standing m Account No 2 and made an offer to the Bank that it> debit 
balance (£ 11879) m Account No I would be included in the list of ordinary 
unsecured creditors of the Company The Bank in reply informed the 
Liquidator that u had set off ihc balance standing in Account No 2 against 
the debit balance standing in Account No I 

x^fUantPracclcrimd Law £>/Bonding 191 
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On taking the matter to the Court, the confusion bct\scen lien and set-off 
was finally resolved ‘ The House of Lords held that the Bank was entitled 
to combine such an account with the active current account when the banker/ 
credit customer relationship was ended by the winding up of the Company 
The same principle clearly covers other circumstances in banker customer rela¬ 
tionship 

L J Buckley observed, 'The money or credit which the bank obtained 
as the result of clearing the cheque became the properly of the bank and not 
the property of the Company No roan can have a lien on his own property ’ 

CONDITIONS FOR THE APPLICATION OF RIGHTS 
RIGHT TO SET-OFF 

While applying the right of set off, the banker should keep in mind 
the following important points 

1 The same name and the same right Before setting off the different 
accounts of the customer, the banker should ensure that such accounts are 
standing m the same name and same right If a customer’s name does not 
tally in any of the accounts, such account should be excluded from the 
set off process or if the banker includes such accounts inadvertently, he might 
be held liable for the undue dishonour of cheques 

The banker should be quite cautious m another situation where accounts 
are in the similar name but are m different rights or capacities If an 
account is in the customer’s sole name, while another account is in joint 
names, or m the capacity of a guardian of a minor, or in the capacity of a 
trustee or solicitor or someone else, ibe banker cannot club the amounts of 
these accounts Other noteworthy points m this regard are 

(/) If a customer is the sole proprietor of a trading firm, the banker can 
combine the two accounts—one m his individual name and another 
m his firm’s name 

(fO Ifthc partners of a firm have individual accounts in the bank and 
simultaneously, the firm’s account m joint names also exists then the 
banker cannot set off debit balances of individual accounts with the 
credit balance in the firm’s account However, if nothing contrary 
has been agreed upon, the banker can setoff debit balance of the 
firm’s account with the credit balances in individual accounts of the 
partners, because under the Partnership Act partners arc jointly and 
severally liable for the debts taken by the firm 
{ill) If there is a debit balance m the husband’s account it can be adjus¬ 
ted against the credit balance m the joint account of husband and 
wife because in a Hindu Family the husband is deemed to have 
his right over all the properties and credit balances of accounts in 
joint names 

S K Panntkar rr Traiancore National &■ Qullon Bank {AIR 1942, 
Madras 351) In this case, the husband Mr S K Panmkar had a debit 


• Chorlo)' and Small, AfU, 22yii 
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balance of Rs 2,000 in his acconoL Mn and Mr Panml^ar had anotly*r 
account in joint names m the same bank which showed a credit balance of 
Rs. 1,100 Both husband and Wife could Withdraw monn from this joint 
account on either or sumsor basis. Mr Panniiar demanded that credit 
balance la joint account maj be set-off anaiivsi the debit balance in his 
persona! account IJ was held that Mr Panndar's demand was a lawful 
demand 

In another case it has been decided chat if the amount ta a joint account 
cannot be dearly stated to b* clans one person, the debit in mdiMdual 
account cannot be stt-eff against the credit balancs in joint cceount An 
important case of the subject is citen below 

Simla Bao^iog i ledustna} Corapaar tf Smt. Bbagwan Kanr 
^76, 3i PLR 36J In this case Smt. Bhaewan Kaur and her son Rachunath 
SiDch open-d a joint arcouni in the Simla Banlina and Induslnal Co 
Accordincl) either or sur\i\of of the joint account holder was to be paid 
Rs 500 on 6 Jan 1923 There was a debit balance of Rs. 5\C*XI la lie 
personal account of Mr Raghuoath Sinuh on ihe aforesaid date. 

Tht Bank set off the credit balance of joint account 3*'2insl ih* debt 
balance of Rachunaih Sinub's aaoont It was held by the Court that this 
seboff was sot aaltd smeeihe two accounts were sot in tb: same n<‘ht and 
capacity 

(ir) Funds held in a ‘Trust Account cannot be cdiusled acain^ the 
debit balance m anoiheraceount Ord nan)\ banks do not xwocni'a 
trusts but if a customer has oj»ened a separate account with cpecal 
instnietions that such aecojni is a trun actount the banker should not 
combine the two arcounls (»c personal accojnt and mist account) 
Barclays Bank Ltd. vr Qnisfcfrse Imrvlcieat Ltd (7955) Jff 
1097 In this case M s Rolls Raior Ltd a Cempanv borrowed funds from 
Quistclosc Imcstmeot Ltd <o that lies could disinbulc diiadesd to its share 
holdem on or before 24 Juh 1964 The Comp3D^ deposited this amount in 
BaieJajs Bank Ltd in‘Ordinary Dmdend No -? Account,* and lie Banker 
was informed of the specific purpose for which the account was opened 

Rolls Razor Ltd went into liquidation cicn before the dniderd could 
be dislnbuied The Banker combined all the accounts of Ihe Companv 
including accounl Nn -4 Quisirlose Im'estmcnt Lti, and the creditors of the 
Company in liquidation claimed the r^jment cf the amount lyins in 
‘Diiidend Account No 4 , but ihe Banker refused it On taking the matter 
to the Court, it was held that ^ince llic amount was handed overiotie 
Banker for a specific purpose, a trust was constituted in fa\our of‘shareholders 
If the shareholders did not get ihcmonQ so‘<t aside till the liquidation of 
the Companv, it must now be refunded to Quistclo^e Inieslmcnt Cornpam, 
theonpioal creditor Thus, the set off effected b\ banker was held invalid. 

2. Dchls dui bvt not future or eontm^ent The banker should 

exercise the right of set off in respect of debts due but not lie furnrr ct 
contingent debts A hanker can set-off a debt due on account of a bill, which 
has matured, acainsi the credit balance of the cuitomcr's account Howeicr. if 
the due date ofa bill occure at an> future date or if there is ans conlinsenn 
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of liability in respect Of the bills discounted by the bank (that might be 
dishonoured), the banker cannot exerase the right of set off against credit 
balances lying m other accounts of the customer Even if the customer is 
making withdrawals from his account, the banker should not combine 
accounts simply because the customer might exhaust the credit balance by 
rapid withdrawals 

3 The debt mtisl be a sim certain Before exercising the right of set off 
the banker should know that the debt is a certain amount Each of the 
parties should know about the debts due to each other In case the amount 
of debit cannot be determined the right ct set off becomes futile A banker 
cannot simply say that he is adjusting all the credit balances against the 
debits or dues the certainty of which he does not know presently and would 
let know very soon If the customer is a guarantor of some loan given by 
the banker to someone else, the latter should not exercise the right of set off 
until the loanee himself defaults 

4 f/o agreement to the contrary The right of set off is available to 
the banker without any agreement The law confers upon him such right 
But if there is any other agreement, implied or express, which is contrary 
to such right, the banker cannot asail it agamst the customer 

5 Banker's dtscrettan The nght of set off rests on the banker’s 
discretion If the banker does not VNant to exercise this nght, the other party 
cannot compel him to do so The banker may treat all its branches as one 
entity and therefore it may combine accounts of the customer at two or more 
branches But a customer cannot expect his banker to combine the accounts at 
various branches for the purpose of honouring his cheque in case the account 
on which cheque has been drawn bears a debit balance 

Mohammed Hussain Saheb N is Charlcrcd Bank (/P'55) 2 Comp LJ 37 
Mr. Mohammed Hussain, a merchant in hides and skins, maintained accounts 
both at Karachi and Madras branches of the Chartered Bank His account 
at Karachi branch hid a sufficient credit balance He requested the Madras 
branch of the bank to allow him an oierdrafi of Rs 3 50 lacs but the latter 
could grant him a limit of Rs 2 50 lacs only The customer drew a cheque 
of a higher amount without canng for the limit The bank dishonoured 
the cheque Mr Kus<am brought an action against the bank alleging that 
the dishonour of cheques led to his insolvency even when there was a credit 
balance in his Karachi account Justice Sadasivan, held that a customer did 
not have a right of set off against various accounts at various branches 

6 Right of set off and Carnishee Order If a banker has received 
a Garnishee Order against his customer, the banker should exercise right of 
set off before the Garnishee Order IS made effective If the banker does not 
act in this sequence and informs the court of the entire credit balance to be 
surrendered under the order, it will be difficult for the banker to realise the 
debts due from the customer The nght of set off extinguishes automatically to 
the extent of the amount surrendered under Garnishee Order unless the former 
is given a pneinfj treatment 

7 ir/r<.r of set ojf aim fien The banker should obtain a ‘letter of 
set off cum lien’while sanctioning a loan or debt to the customer This will 
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facilitate the banker not only to sell seconues or articles (hat come under his 
possession but also to setoff cbeamooai of surplus that may base bp- c n left 
after meeting out the amount of the lien, agamst other debts or debit balances 
in the customer’s accounts In the absence of such a letter, the baoLcr is 
bound to return the surplus to its customer under Section J76 of the Indian 
Contract Act. 1872 

8 Set offMilhou! noiice tn certain cirrunitfunres The banker has an 
automatic right of set off m the following circumstances and it need not 
therefore gisc notice to the customer 

(t) On the death of the customer and closing ibe account in conse¬ 
quence 

(//) ■\Vbca a customer becomes ao losohent* or a lunatic 
(tfij ^\'b£n a garnishee order has been issued on the customers account 
by the Court 

(rr) When a notice of assignment of the credit balance to someone else 
has been gisen b> the cnslomer to the banker 
(y) I^Tien a notice of second mortgage has been reccis'cd by the bank on 
the securities etc already charged to the bank. 

WGHT OF APPROPRIATION 

While paying in moneys, a customer has a right to direct his banker that 
such payment may be appropriated against such and such debL If a single 
loan IS outstanding in the name ofa customer and if an amoant is paid m. 
there «oD*t be any problem m appropriating this amount esen if the custo¬ 
mer has not grtcn any instructions to the basker The situation becomes 
complicated ubco tVFo or more debts are oulstaodmg in the name of the 
customer and nhde depositing money the customer himself or the third party 
depositing m faiour of the customer does sot make It clear as to nhich debt 
IS to be adjusted by the deposit The banker may exercise its right for si^pto^ 
pnatiOQ over such deposits and may apply the same tn payment of any debt 
osied by the customer (^imrcwi rs JagAow, IS23) 77ic bank-r may aopro- 
pnans sued d'qiosifs et cn agamsf a Cinie bscToJ <iebt ^MtVs tr /trttifrer, !SJPf 
But it is not necessary for a banker to excrasc its right of appropnalion as 
soon as the amount is rccciied It may be exercised at any time subsequently 
{Se}mciw ts Pickett, 1905) Once the appropriation is made, it cannot be 
rmersed or amended In Deele} rs Lh)ds Bank Ltd {1912), it uas held that 
such appropriation Mas once for all and It did not lie in the month of the 
creditor afterwards to seek to vary that appropriation In case of runojug or 
current accounts ‘Ru]e in Clay tvtfs rose* applies The banker should carefully 
study the rulings of the follow mg case 

Detajnesu Noble or Clayton’s case (JSf6) 1 Her 529,572 Devaynes 
was the senior partner m a firm ofbankers Upon hts death the sunmog 
partner continued to carry on business under the former partnership name of 
Devaynes, Dawes, Noble Co despilewTillcn notice from Deiajnes's son 
and from the trustees of the deceased that the continued use of the name 
• ThecaseofnalesOBcn Presswork and Assembles Ltd r/ WeslauErter Bari 
provides an importaci guide lo respect of lusofroicy 
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•bevaynes’ in the firm’s name was without iheir consent 

• Nathaniel Clayton had a current account with the aforesaid banking 
firm He continued to deal with the firm even after death of the partner (Mr 
Devaynes) When the partner died, he had a credit balance of £ 1,713 
Subsequently Clayton deposited and withdrew certain sums from the same 
account 

After some time the banking firm became bankrupt During the period 
between death of the partner and bankruptcy of the banking firm, Mr Clayton 
withdrew more amounts than whal he had deposited in the same period 
reducing the credit balance to £453 Clayton, however, claimed (hat the 
sum of £ 453,* was due to him from Dcvayncs's estate on the ground that 
subsequent withdrawals from the account were to be set against later credits 
Held that the subsequent payments made by the surviving partners 
ought to be applied so the cash balance due at the death of Devaynes and 
that Clayton had, by his subsequent dealings and transactions with the 
surviving partners, released (he estate of Devaynes from the payment of said 
cash balance and every part thereof * Accordingly Clayton’s claim was not 
substantiated 

Sir William Grant, M R , observed, ‘Presumably it is the sum first paid 
in that IS first drawn out It is the first item on the debit side of the account, 
that 19 discharged or reduced, by the first item on the credit side You are 
not to take the account backwards, and strike the balance at the head, instead 
of the foot, of It ' Continued operations on an overdrawn account would 
have the effect either of releasing a party to the account from liability or elimi¬ 
nating the bank’s claim against its security 

The Rule m Chyton’s case 1 $ a landmark both in banking law and m 
the general law though in modern conditions this rule is not likely to be 
applied again in the precise circumstances of Dnaynes vs Noble, yet its 
Operation is frequently guarded against The rule is as follows 

*fn a running account payments in are presumed to be appropriated to 
payments out in the order in which the items occur,’ or briefly we may state 
*it IS f/if sum first paid in that ts first paid out * 

The Rule is of great practical importance as it is constantly applied m 
variety of circumstances and almost invariably works against banks 

The rulings in Clayton's case have given rise to the following important 
pomts which, a banker should note carefully before it applies its right of 
appropriation against balances standing »n the name of its customer — 

1 Appropriation may bt indicated by the atsiomer Where a customer 
has two or more debit amounts m his name, or two or more loans are out- 
standing in his name, he has a right to indicate as to which debit or loan 
amount is to be appropriated by the deposit He can also demand 
appropriation of deposits against time barred loans This indication may be 
implied or specific For example, if the loan amounts of Rs 2,000 and 
Rs 3,000 arc standing due from the customer and if he deposits a sum of 
Rs 1,500 he may instruct the banker to appropriate it cither against the first 
' Less dividend on this suni received in the bankruptcy 
•Philip A Cheetbraot,op eif,9 
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loan of Rs 2000 or against llic second loan of Rs 3,000 

2. ^ly’prnprjorjt)/! b\ bant, cr in thr absence of an\ insfrucf/otti/roni oiSfomer 
makinc pasmcnt, if a customer does notgise an> instructions about 
the appropriation the Ian confers a ngbt upon the hanker to appropnate such 
amounts acainst an> debit amount in the name of the custoni“r Appropna 
tion acairst a time barred debt » also \alid The cusloin-r should properlv 
be intimated of the appropriation effected b> the banker 

3 HTiere non of the parties appropriates In case the customer does 
not lease anj instructions nor the banker c\cr>ascs its n<'hl of appiopnation, 
the Clavton’s Rule will prc%atl autotnaticalh in the chrono1o<* cal order 
irrespectue of the fact that any debt has become time barred // is tlssun 
first paid in that is first paid out 

-t The Kufe docs not appf\ to tuo eccounts If a customer has two or 
more than two accounts, the Oaylons Rule docs not apph Instead, a 
banker should esercise Its nght of set-off Rieht of appropriation should be 
exercised only when there are different debit items in a s ngle account or ths 
two accounts are treated as one. 

5 The Jiuh is opphecNe to nnminz currenr ayv^u The Rule 
tn Clayton's case IS applicable to ruooing curreat acccuots Fiarf depojiU 
acccunls or savings bank accounts are out of the pumew of this Rule The 
current account too should be a nmnmg one and not a dead or closed 
one Although the rule may be applied to all current accounts whether m 
debit or credit, but it is sp"ci6ally applicable where a current account is 
oNerdrann Ghccthrant say s. 'The operation of the Rule can be Mclud'd 
m these circumstances by ruling off the old overdrawn account and opemos 
a new account which will connally be maintained in credit’^ 

6 Impact on secured d hts If ninninij overdraft or cash credit facility 
is allowed against some secunties, under ihe Clayton's Rule pavmeou in 
would discharge the secured debt and payTnenis out would become unsecured 
debts 

7 TniW mnnfyj end ike Bale in Ciastim’s case Where both trust 
moneys and personal moneyshavebeen deposited in a single account the 
money drawn first would be treated as his personal money (unless oaj7hing is 
proved otherwise) and when all the personal money is exhausted, the with 
drawals would be presumed to be that of trust meoeys 

If trust moneys belong to so mam inists, tbe Rule would be that the 
Erst trust money paid in would be the first trust money paid'drawn out 
unless otherwise proved 

S Breclwi; the Aecawii If the operation of‘Rule in Clayton's ca’sc'is 
to be stopped, the relative account should be closed and a new account 
opened Breaking the account would be helpful to a banker in the following 
cnourastanccs 

(i) In case of debit balance of a partnership account, the rule in 
Oayton’s case would prevail on the death, insolvency. reUrement or 
mental incapacity ofa partner Any subsequent deposits fay other 


Ibid, 11 
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pirtners would reduce the debit balance and the banker won t be 
ibk to proceed igninst the estate of the deceased partner As a 
safeguard the banker should break the account that js discontinue 
the old one and open a fresh account 
(ii) If the guarantor or surety of a debt dies or becomes insoUcnt the 
Clayton s Rule would prcvnil Tlic banker would be safer m opening 
a fresh account of the dvbtor Mr A is the guarantor of Mr B 
for Rs 2 000 m the Allahabad Bank Nagpur If the guarantor dies 
before the debt IS repaid the bank should close the old account of 
Mr B and opLn a new account otherwise all the payments in by 
Mr B would^^ischnrge this guaranteed or secured debt and all 
payments«rt^^d\cjfc3t« 1 fresh unsecured debt Continuing the 
santc aa^nt^c7ttldd)(^^rql^icial to the bank s interests 

RIGHT TO CHA^^fNTCREST COMKt^Sft^ ETC 

The jhame interest commission etc for the 

services U rciiae^' to its customerti^ For this purpose it is not necessary that 
service charges’oAfiptisitcd the customer Making debit entries 

to this effect in would also be justifiable and it can t 

be challenged m acWdJ^ficrc'^Howcvcr irrelevant or untimely entries 
might make the bank responsible for undue dishonour of the customers 
cheques 

Bankers hue in inipl cd fight to charge interest on the loans given to 
customers Tlic ntc of interest depends either on the tvpcs of loans of 
practices among bankers Of on the special agreement entered into between 
these two parties for the purpose In Konakalla VenkataStna/tamja a anil 
othersts Slat Jknk cf! d i (UR197S AP J/S) it was held by the Andhra 
High Court that if it was stipulated b tween the banker and customer 
that interest shall be calculated on the daily balance of account on the 
last working day of each month and the banker charges interest at a 
compound rate and the customer is properly informed through period cal 
statement of accounts the customer cannot make objection to such charge 
aBcr the elapse of several years* In t/ T Vuioi Bank HI vs Deena 
hath Raja Ran {AIR 19S3 All 6S7) it was held that if nothing contrary 
has been agreed upon interest may be charged half yearly If nothing 
contrary c'cists the banker is entitled to charge compound rate of maresf on the 
debts given to the customer Tlic rate becomes compound in the sense that a 
customer is required to pay interest once m a quarter if it is not paid it 
would be added to the Principal and acam interest would be charged on the 
whole amount in the next quarter but on a simple rale the cumufatue impact 
is liat cfcompounl rate Whenever there is a change in the rate of interest 
the bankers inform the customers of such change Most bankers often follow a 
practice to state in the Pro note in the very bv.gmning that the rate of interest 
will remain some percentage hichcr than the Bank Rate announced by the 
Reserve Bank from time to time This sort of provision fires the banker 
from Its rtsponsibihty to inform the customer of interest rate changes 

The right to charge interest ceases on the death of the customer But in 
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current account interest may be charged e^ena^e^ the customer’s death till 
such time, the amounts lying in credit in the other accounts of the deceased 
customer are not appropriated against the outstanding debt ^XTierea current 
account is overdrawn and a customer dies (Provincial Bank ij O’ReiJIy, 
1S90) interest can be charged at simple rate instead of compound rate 

WTicn a customer becomes insolvent, interest cannot be charged from 
him from the date ofthc ‘Order of Adjudication’ because the banker-cusfonier 
relationship tennmates automatically from such date 

In some cases the banker is entitled to ireidznta! charges from the 
customer Inctdeotal charges may be levied where a customer fads to main¬ 
tain the agreed minimum balance say Rs 200 or Rs,. 500 in each of his current 
accounts No such charges are recovered on saviogrbahly^ccounts In case of 
overdrafts or cash credit limits m current aceounts-bankhs might levy‘Cbw- 
jijjfmint Charges' for the unutilised loan amounts It sBbultJ be noted that no 
interest is charged by the bank on unutilised loan t^nouots and therefore 
bankers are bound to levy commiiroeni charges JO pnrsuaace of the insiruir- 
tions of the Reserv’e Bank to all lU member banks ' 
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TYPES OF CUSTOMERS 
AND ACCOUNT HOLDERS 


Every cuslomcr js 1 wckrome visilor for a banker Alfhough i person 
might do without t banker but a banker cannot prosper without customers 
It should be the efTorl of a banker to win any person, who contacts him, to 
make him a customer but it docs not mean that a banker should accept blindly 
every person as a customer There arc certain legal bindings which limit the 
formation and scope of banker customer relationship Any person can 
become a banker s customer provided that 

1 he IS legally cipablc to contract, that js, he is an adult, a sane 
person, and is not barred under any h\v from doing monetary 
dealings, 

2 he formally applies to become i customer and he undertakes to abide 
by the rules of the bank for the services he seeks, and 

3 he has satisfied the bank about his identity 

It IS, however, the option of the bank to accept or reject the otter of 
customership The cause of rejection might be the insecurity or risk that 
may be involved in dealing with the person concerned 

Banker's customers may be placed m two categories (i) those who fulfil 
the aforesaid three norms and the banket accepts them as customers, and 
(ii) those who do not fulfil some of the above norms yet the banker accepts 
them as customers The second category of customers Such as minors, 
drunkards and insane may lend a banker into difficulties and hence proper 
precautions should be taken while opening and operating thcir accounts 

We can again categorize the customers of a bank according to the nature 
of iheir accounts, namely 

(i) imitMilual Accounts —accounts opened in the personal names of 
adults mmots, coatricd womca, lUiletTtes and. losanca 

(ii) Institulionat AccoJints^accomts opened by institutions such as 
partnership firms, companies, corporations, trusts and clubs etc 

While individuals may have free and unfettered capacity to contract, (he 
institutions arc not so free The powers arid functions of persons managing 
such institutions arc embodied m iheir respective constitution* Although 
opening of accounts of institutional customers is not a tough job, the 
banker should be quite cautious in op*nt»ng such accounts as violation cf 
the provisions contained m (heir ftspective chirters add ibc Jaw governing 
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their formation and functioning might pro>e at times nsky to the banker 
Whatever be the tjpe of account, the banker should try his best tu provide 
maximum satisfaction of the customer is the motto of the present 

day banker and a successful banker should endeavour to maximise its attain 
merit No customer should havean occasion to feel dissatisfied by his banker’s 
behaviour and services Even if a person is to be refused a customership 
for one reason or the other, the banker s decision should be conveyed to him 
politely and tactfully as to avoid any unpleasantness Let us now discuss 
in detail the different types of customers of a bank 


INDIVIDUAL ACCOUNTS 


MINORS 

According to S'cctioii J of the Indian Majority Act, 1S75,‘A minor is a 
person who has not completed the age of IS years and m case a guardian of 
his person or property is appointed by ilie court before he completes 18 
years, he remains minor till he completes 21 years ’ According to Secrion 11 
of the Indian Contract Act, 1872, a minor is not competant to contract A 
contract entered into by a minor i> void ab mitio [/'fohirt Bibi u 
DIarant Das G/iosc (1903) 50 Cal SZ9 DC] A minor cannot ratify 
the agreement even on attaining his majority IJowever, under Sfciio/i 68 
of the same Act, a contract for supply of necessaries of life to a minor or to 
any other person who IS legally bound to support such minor i» a valid 
contract Where a minor has misrepresented his age, there is no estoppel 
against him and the contract IS void Thus, money lent to a minor cannot 
be recovered by a legal process Similarly if a minor has given a promise 
or consent, he could repudiate il He can also recover a security which he 
had earlier pledged for taking a loan No charge can exist on (he scrount 
against his properties 

A banker should be very careful m opening an account by a minor and 
its subsequent operation A banker has no risk in dealing vtith a minor as 
long as he has a credit balance in his Taccount All payments made by the 
banker from his account are valid and the minor cannot ask a banker to 
repay them D Hart has suitably remarked on this issue m his book 
Bankers end Bankers' Business He says, ‘No serious difficult), so long as 
the account IS not overdrawn, IS likely toarjsc la practice with regard to the 
minonty of the customer’ He further adds, ‘The law is that if an infant 
draws a cheque in his own favour and receives the money, the banker could 
clearly not be called upon to pay tbe infant the money a second time * The 
banker miBbt be pul in a quandary when a minor overdraws his atxiount or 
presents third party cheques, bills etc m lus account It’s the point where 
the banker should exercise his awareness and carefulness It means that 
opening the account of a minor is a very easy job but operation ofaminor’s 
account may create troubles for Ihe bank 

The banker should keep ihc following points in view while opening and 
operating a minor’s account 
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) Minors savings bank account may be opened but not a current 
account because in current account Ihcre ts every possibility of wrong credits 
Of overdrafts to the minor Minors arc generally allowed to keep a maximum 
amount of Rs 10000 in their account A minor’s savings account may be 
opened in any of the following styles 

(i) In the name of minor 

(0) In the joint names of minor and his/Tier guardian 
(ii/) In the name of his/her guardian 

In ease of opening of account in the name of minor alone or joint names. 
It should be seen tint the minor his attained an age of 12 years (certain banks 
allow savings bank facilities even to 10 years old students) The 
minor should know reading and writing in Hindi or English or m any 
regional language An acxount should as far as possible be opened in the 
name of minor’s guardian because it proves a protection to the banker in ease 
of any overdraft allowed to the minor by an oversight or mistake It should 
be noted that when a minor attains the age of majority, as aforesaid he alone 
can run an account and there is no need of a guardian 

2 The bank should also record the date of birth of the minor at the 
time of opening the account On aiiaimng majority, the bank must close the 
minor s account standing tn the name of guardian alone The balance stand 
ing in the account may be paid to the major (previously minor) or if he wants 
to operate an account, a new account should be opened in his name If the 
minor's account was a joint account with the guardian the account need 
not be closed when the minor attains majority and he should also be allowed 
to operate the account alongwjth the guirdian after his (previously minor) 
specimen signatures have been recorded in the account opening form Where 
the account is in the name of minor, on his attaining majority a‘balance 
Confirmation Letter’ should be obtained from him and the same account may 
be continued It is, however, preferable to clow the accounts, whatever be 
the style, opened for a minor and open fresh accounts on his attaining 
majority 

3 Minors should not be allowed to overdraw their accounts and no 
loans should be given to them against securities of any type Such pledges or 
mortgages by minors arc invalid and the scraritics or properties cannot be 
available to the banker for satisfaction of hts loans 

4 Guarantee by a third parly for a loan to a minor also does not help 
m recovering the loin amount It is because the original contract between 
the creditor and the debtor (minor) is itself not valid It would be safer 
for a banker to sanction the loan in the name of the guarantor straightway 

5 Before granting a loan, the banker should enquire the age of the 
loanee Ih ease a minor misrepresents his age and the banker does not verify 
It, the loan so granted cannot be recovered from a minor 

6 According to 5tfiio« of the Indian Negotiable Instruments Act, 
1881, a minor can draw, endorse or negotiate a cheque, bill etc and all other 
parties to such instrument would be held liable in their respective capacities 
except the minor himself In such eases, banker should be very careful m 
dealing with negotiable instruments to which a minor 1 $ also a party Dis- 
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honour of cheque or bill might create difficulties for the banker in realising 
the amount adsanced against sudi insInimeDls 

7 A minor cannot become a partner in a Qrta but if alJ the partners 
agree, he may be admitted to the benefits of the partnership Thus a minor 
does not share liabilities or losses of the firm Further, if the minor on 
attaining majority repudiates tMihin six months of his attaining majonly all 
the liabilities ID the firm, he cannot be held liable for the loans giscn to the 
firm during his minority The banker should keep these proMsions of the 
Partnership Act, 1932 in mind nhilc advancing loans to a firm SMth a minor 
as one of its constituents 

8 If the account IS in the Dame of a guardian and the guardian dies 
before the attainment of majority of the minor, the bank should close the 
account and (i) should pay the balance, if any, to the minor himself after his 
attaining the majority, or (h) should open a neiv account in his sole name and 
the balance of guardian s account should be transferred into it, or (/ii) if a 
person has been appointed as a guardian of property of the minor by any 
competent court during the period of mioonty, the balance of the account 
should be paid or transferred to such guardian 

9 If the minor dies first, the balance can be paid to the guardian and in 
ease of a‘joint account’the balance may be left in the same account at the 
disposal of the guardian 

10 Under Section 184 of the Indian Contract Act, ]S72amiDDr can be 
appointed an agent although be does not base capacity to contract Ifthe 
priQcipal authorises bis agent to take loans, the principal is liable to repay the 
loans Similarly, a minor son ran take loans m bis father’s name if be bas 
been so authorised. If a principal authorises his minor agent to operate bis 
account with the bank and to write or to endorse cheques, bills etc the 
former will be held liable for hisactions and not ihc minor agent himself 
As a measure of safeguard, a banker should gel a 'Letter of Authont}' from 
the principal so authonsiug his agent 

11 A contract entered into by a minor is \oid in its entirety and 
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[Mahcndra u Kailash (1927) 55 Cal 851J If a banker has gnen a loan 
to a minor and the latter gives a promi'sory note in lieu after attaining 
majonty, be can refuse payment of such promissoiy note subsequently How¬ 
ever, the reverse was decided in another case [AnantRaixs Shagnan Rai 
(1940) All 12, (1939) AU 9351 If a penon after attaining majonty bas 
paid the debt due on the mortgage executed by him dunng his mmonty, he 
cannot subsequently bnng a suit for the refund of that amount for the simple 
reason that a contract entered into by a minor though void is not necessanly 
unlawful 

^J?OVISI0^3 RECAnDING GUARDIANSHIP OF THE MINOR 

Since a minor is not capable to contract, the law provides for appoint¬ 
ment of a guardian for looking afier and protecting his properties and for 
entering into a contract on his behalf The provisions of guardianship are 
governed by the Guardian and Wards Act, IS90. and Htndj Minority and 
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Guardianship Act, 1956 Guar Jiarship cm be of ihc foKowirg types 

1 Natural Guardian Natural guariinnship arises iluc to family 
relationship built throuj,}! miure According to Siction 6 of the IhuJu 
Mmorit), anil Guardianship Act J956 the miunl guirdian of a minor boy or 
an unmarried girl shill be his her father and after him his/her mother shall 
become a guardian Husband will be the natural guirdnn of a mimed minor 
girl If the father conserls from Hindu and accepts other religion, the mother 
Will be considervd ns i nriural guardim Sic ion A of the sime Act confers 
upon a guirdian n right to deal with minors properties The Muslim Law 
also has similar prosisions regarding guardianship ewpi tint the mother is 
not allowed to be a mtural guardnn after the death of the minor s fithcr 
The following persons can be guardnns of a mmor after the death of his 
fithcr 

(0 Executor appointed by will of the father, or 

(//) Eathcr’s father, or 

(///) Executor appointed by will of ralhcr’s father 

2 Ttslanienlar} Giiorduin A Hindu fithcr is entitled to appoint a 
guardian in respect of his minor children and their property Such a guardian 
has to act after the de uh of the father 

3 Guardian Appointed b} the Oiirf Any competent court may also 
appoint a guirdiin under the Guarxlian and Ifards Act, IS9{f Where « father 
of the minor or husband of the minor mimed girl is nlive but unfit to be 
guardian (/ e insane or physically disabled) the court miy ippomt a guardian 
to net in place of the natural guardian In appointing such i guardian, the 
welfare of the minor is of utmost importance 

\Mien a minor attains the age of mijoniy hi> guardian ceases to act 
os such and the former cm operate the b ink accounts independently in his 
ownnmie Ifowcser, if the minor, after he becomes mijor, desires to mam 
tun the old joint account with (he guardnn he can do so The bmker 
should not object to it because this account will be like other joint iccounts 

LUNATICS 

A lunitic IS a person whose mmd is not m order The hw prevents such 
persons in entering into a contnet According to Section II of the Indnn Con¬ 
tract Act, 1872, a person of sound mind is capable of entering into a contract 
In other words persons who do not possess sound mind ire not eapible to 
contract Contracts made by persons of unsound mind are not only voidable 
but toid It IS because a contract requires an issent of two sound minds but 
if one of the parties is a lunatic, the rccocnilion of hw is that one mind is 
absent Vernon/2 of the said Act clarifies whilis sound mmd According 
to It, ‘A person is said to be of sound mmd for the purpose of making a 
contnet, if, at the time when he makes it, he is capable of understanding it 
and forming a rational judgment as to its effect upon his interests * 

If a person is usually of unsound mind and occasionally of sound mmd, 
he can enter into aniid contracts during ‘lucid intervals* (soundness of mmd) 
But It IS aery difhcult to judge ai to when a person is of unsound mmd and 
w hen does he gel inters als of soundness of mind There is alw ay s a presumption 
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in favour of sanity The person who relies upon the unsoundness of mind 
should prove so The circumstances when a person is considered to be a 
lunatic are (/) if lie lias been admitted m a lunatic asylum, or (ii) if he has 
been declared lunatic by any competent court under the Lunatic Act 

It has been held m an Indian case law Kfachtam is Usman Beari 
(1947) 17, Mad LJ 7S) that the contracts entered into by a lunatic are not 
onl} yoifable but xoicf A banker should not open an account of a lunatic 
Dr Hart is of the opinion that ‘a lunatic’s account might lend the bank in 
dual dilhculties If he dishonours the cheques, he can be held liable for undue 
dishonour and if he honours tl»c cheques he is held guilty of debiting the 
amount without any authority of the customer ’• 

While opening or operating a bank account for a lunatic, a banker 
should take the following precautions 

1 Bankers should never open accounts of lunatics 

2 If an account holder subsequently turns insane, the banker should 
immediately suspend operations on the account For this purpose the banker 
should not rely on mere hearsay He should hive received a proper notice 
of the customer’s lunacy 

3 The banker should (hotonghly study the 'Lunacy Order’ and find out 
if the person’s mind is unsound for an indefinite period or occasionally turns 
unsound or unsoundness is likely to continue only for a small period 

A While dishonouring deques of a lunatic customer, the banker should 
not write the words‘Cifsro/iier//wane’ Instead, he should write the words 
'liefer to Drmxer' However, the bankcris entitled to honour cheques and 
debit the account before he gets any notice of customer's lunacy 

5 Jf a‘Recciier'has been appointed by the Court to take care of the 
property of the insane customer, the banker should honour the cheques issued 
by such ‘Receiver’ 

6 The banker should not open any joint account m winch n lunatic is 
a joint holder If one of the parties turns lunatic after opening the account, 
the banker should close such account as soon as he comes to know the fact of 
the customer’s lunacy 

7 If any banker has discounted a bill which has been duly written, 
accepted or endorsed by a lunatic and if the banker is not aware of the lunacy 
of the person concerned {burden of proof rests with the banker), the proceeds 
of such bill could be realised by the bank from the property of the lunatic 

8 The banker can restore operations on tlic customer’s account as soon 
as he gels an acceptable proof of sanity of the customer or a court order to 
this effect 

ILLITERMC PERSONS 

In the bankers’ terminology, an illiterate person is one who 
cannot sign his/her name m any language Illiteracy of the customers poses 
practical dilficullics m the deposil and withdrawal of money from a bank 
account because they ciiinot sign and complete the formalities of their own 
But the law still permits them to open and operate bank accounts in person 

> Hart s Low of Banking. 3id Edn . 145 
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through wtthdrawal form? and pas? books They cannot avail of cheque 
facilities on their accounts 

While opening and operating the account of an iJliieraie person, the 
banker should take the following steps • 

1 In phcc of specimen signatures the banker should take for his record 
left hand thumb impression? of the customers 

2 Besides the thumb impressions a copy of the customer’s recent photo¬ 
graph attested by a first class magistrate or other dependable person should 
also be kept in the banker's records 

3 ]f the cheque facility is provided to an illiterate customer, then an 
independent person’s evidence for payment should be recorded on each 
cheque 

4 It is advisable not to collect cheques m the name of on illiterate 
person 

MARWen WOMPN 

A woman i? competent to enter a contract and her marriage docs not 
affect her contractual capacity According to Indian Married IVomen's 
Properly Act, JS74 married women can mamtam their separate estates and 
make use thereof as they like Sec 14 of the Hindu Sueeession Act, 1956 
provides that a married Hindu woman has an absolute right over the assets 
or property obtained by her Her husband cannot be oDoived to intervene 
her in this respect According to Sccuon 20 of the Jndm Suceesiion Act, 
1925, a Muslim woman can also make contracts 

Since mimed women have capacity to contract freely and for this they 
cm bind their separate estate they can also maintain a bank account, become 
partners in partnership firms and can even be declared insolvents if situation 
so warrants I view of these legal provisions, a banker cannot .and should rot 
refuse to open accounts of married women However, the following points 
should be remembered by a banker 

1 All types of accounts including a current account can be opened in 
the name of a married woman 

2 She cannot only operate accounts but she can also draw cheques, 
write, accept and endorse bills etc 

3 As far a? possible, she should not be allowed loans or overdrafts 
and ifthis Ijciiity i? nirowcd, the amount sftoufd 6e the minimum necessary 
Her husband could also be held liable for repayment of the loin provided 
(/) has given a written consent for a loan to his wife, or (d) if the lady has 
taken a loan to meet her and her hosbmd s necessities of life 

In Mnnohar l4»l and others >r MrghRaj anil others 7975, AOC 2.?J 
IIP), It was held that a wife is entitled to be roam lamed by her husband A 
widow, who docs not succeed to the estate of her husband as his heir, is 
entitled to maintenance (/) out of her husband’s separate property and also 
(/i) out of property in which her husband was a coparcener at the lime of hi* 
death A charge imy he creilcd on the property for this purpose 

If the husbmd has already financed his Wife for necessities, no liability 
can be fixed on husband for a loan taken by a wife A banker should be m 
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He iiioa ofHefacis Ibal W nomBlIj '3 nafc do-j ^ot possess <jms;d;nbl: 
satable assets, (f.) an njjuiod tiomao couH be impnsoaed for tie satisris^ 
tion of a Court decree, anS (r) oiMmrnts (MaBcateUa etc) important in 
social rituals cannot be sold in satisfaction of a Garnishee Order of the 
Court. 

4. Banlers should rot ci\e loans lo Ijushiods on ihc puaraniMs ofiieir 
w-i>es because (i) women cecerallydo rot base considerable serunues inthor 
ownership, and (n) a wife can aHege ber busbacd for ha\ing eaerrised 
undue influence on her for seeking her coaiaatee for a loan and thus maiins' 
ibetransacuontoidabJe In contiasi. a htwband can guarantee Joan to be 
gl\ en to his wife and the hanker does ool JbcBerally run any n‘ls m doing ^ 

Thus, the banker should not hesitate to open an account for a mamed 

woman hut 5i'»ng advances or loans to her are fraught with the ml of mn- 

realisation The position wall, however, be different if the lad> is selMcpen- 
deaf through empfoyuient or has an lodcpendcnt source of rerufar income. 

PTftDVHKt-WIN LA»irs 

A purdahnashin notnan IS one who lives lo secJwion. uses a vetl or 
‘purdah’ lo cover hsr face and has no direci cornmnnicatioo wjth other males 
except a few priMledced relaiiv es or members of her family Since purdah- 
nashin women have limited tnowledce and experience ofiheworldonddoijot 
deal freely with other persons according to customs of the community, the 
law provides them special protection m coontclion with the contracts,if 
entered into by them A presumption ihcrcfcre, exists la law that— 

(l^ any contract micbf not have been done mth full uaderstandiag and 
free will, and 

(2) the contract entered into by her micht have been subjeaed to undue 
influence. 

She is not bound by a contracl unless ihe otherpariy lo the contract proves 
that she realty understood and herself intended to execute the contract. 
Because of these difficulties, bankers do not Iiln to open accounts of 
purdahnashin women. However, a banker should rbsen c the folJowiog pre- 
raulions in opening and roaintaiDing such aimunts : 

1. V.’hilc opening an account, the banker should take the purdahnashin 
woman’s signatures on the speciracn card and account opening form and it 
should be attested by a person known to ihfr bank- 

2 In respect of praDiitip loans or giving cuaraotees on behalf ofa 
purdahnashin'woman, all the carr whioli should have been mien in cast of 
a married woman, should akso be l^en m this case because a purdahnashin 
woman is generally a married woman. 

3. At the time of each withdrawal, her signatures should ag^ be 
attested by a person familiar lo the bank, 

DRtjyiCARDS 

Persons who dnnk reasonably, either ocxaslonally nr regularly, do not 
Jose their power of understaoding and hence they arc capable of eateiing 
into a contract But if a person sets droclen and loses his senSK his caps- 
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City to contract cs lost, and therefore a contract entered into by him m such 
a physical and mental slate is considered void According to Section 12 of 
the Indian Contract Act, 1872, drunkard persons are also treated like lunatics 
and as such contracts entered into by drunkirds arc void 

If a heavily intoxicated person having entered a contract subsequently on 
his regaining the senses claims that he Has under the influence of.liquor and 
he did not understand the implications of the contract, the court will set aside 
such contract 

A banker should take the following precautions m dealing with customers 
who are drunkards — 

1 An account can be opened of such person but the banker will have to 
note carefully the occasions of his stale of drunkenness and state of normalcy 

2 If a customer tenders a cheque, when he is drunken, on the counter 
of the bank the latter should honour it only in the presence and witness 
of other senseful persons Dishonouring such cheques straightway js fraught 
with liability on the banker for damages for undue dishonour 

3 A bank should not collect or credit cheques, bills etc signed or 
endorsed hy a drunkard because (he latter might claim it void or unenforce' 
able subsequently when he regains senses However, if a third person lakes 
such instruments for value received and in good faith, the drunkard cannot 
escape his liability and the banker is quite safe 

4 All the payments made to the customer when he was drunken should 
be subsequently confirmed by the customer when he is free from intotication 
The banker should take an initiative m seeking such confirmations because it 
IS in Ins interest to safeguard himself 

5 A banker should not pay such cheques, bills etc which his customer 
has wriucn or accepted in the stale of drukenness but after regaining senses 
he has instructed the bank not to make payment of such instruments 

fNSOLVFtrrs 

An insolvent IS a person who has committed an act of insolvency and 
who has been found unable, by a competent Court to pay his debts An 
insolvent is not capable (o enter into valid contracts till he is discharged 
from insolvency by (he Court After (he declaration of an insolvency the 
properties of the insolvent arc taken possession of by an OlHcial Receiver or 
an OfTicial Assignee appointed by the competent Court In connection with 
insolvents a banker should keep the following points in mind 

1 A banker should not open accounts of the insolvents 

2 Where a customer is already having an account in the bank and 
subsequently declared insolvent, the banker should refuse to operate such 
account as soon as he comes to know the fact of insolvency of his customer 
Such account can be reopened or operated by only on the behest of ike 
Official Reccocr or OITiccr Assignee 

AGtKTS 

An agent is a person who has been appointed by a principal lo act on 
his behalf or to represent him in his transactions with third parties An 
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Agent IS neither a senant nor a confraefor While doing agency wort he 
neither becomes a partj to the contract ncr he bears any liability emanating 
from the contract The principal is habic for the acts he has authorised to 
his agent An agent is a connecting fml bcl«een the principal and third 
parties 

According to the Indian Contract Act. JS72 a minor cannot become a 
principal «hile a principal can appoint a minor as his agent (Secnon 1S4> 
There is no need of consideration for the contract of agencry Such contracts 
are valid even without consideration (Section 18>) An agent can be appom 
ted by express or implied agreements Express agreements can be made 
either verbally or in writing In implied agreements the authority to act as an 
agent can be inferred from the conduct of the parties (Section 187) 

Customers w ho are o\ erbusy and cannot operate ihcir banh account 
themselves often authorise agents to operate the account A banler should 
have no objection in allowing such agents access to the accounts of their 
principals The banher should exercise full care while dealing with such 
agents 

1 Letter of Power of Attorney or Afa'idate A banter should obtain a 
clear mandate from the principal to find out the powers given to the aeeat in 
relation to operation of account, drawing, accepting or ecdorsing ofbills etc 
and granting of overdraft Power of Attorney can be of two types Full 
powers of operation of account ore conferred upon the agent m n‘fjeneral 
Power of Attorney while by a ‘Special Pover of Attorney an agent is 
authorised to operate an ac.ount for certain special purposes onb The 
banker should see that the 'letter of Attorney is duly stamped and is still in 
force It should have been signed by (he customer himself An authenticated 
copy of the ‘letter of Attorney' should be retained by the banker for his record 

2 An Undue Ad*aniage The banker should see that no irrelevant person 
IS taking advantage of the Power of Aitomcy' or ‘letter of mandate' Even the 
agent himself should not be allowed to withdraw money for the purposes other 
than those stated in the mandate An agent cannot utilise the pnncipal s 
funds for his personal use If the agent is transferring certain sums from the 
principal s account to his personal account the banker should immediately 
intervene and stop this transfer (ill the final accent is obtained from the pnnci 
pal A banker should not collect cheques bills etc m the personal account 
of the agent, if they are in the principal s name Sidetracking of these things 
could make the bank guilty of negligence and wrong payment and hence 
liable to the principal 

Morrison ir London Couniy and ^^^stnllns!e^ Hank Ltd (1914) 3 KB 
356 In this case, the plaintid Mr MomsoaauthorisedhisagcntllcnryAbbott, 
to draw on bis behalf, cheques oa his account with the London County and 
Westminster Dank- Mr Abhotl drew some 50 cheques, some payable to the 
firm ‘Selves’ and some to himself and paid them into his private account which 
were duly collected by the bank. The London County i ^estmrnsier Bank 
paid all cheques but did not inform Mr Morrison (pnncipa!) about the 
unwarranted acts of his agent Mr Abbott Some of the frauds were dis 
covered by the plaintiff and others were probably known to the plaintiffs 
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auditors Mr Morrison filed a suit against the Bank for acting negligently 
7n the lower court, Justice Lord Cotendge. held that the bank was put on 
enquiry by the fact that the cheques bore ‘per pro' signatures and further that 
a ‘prima facie’ agent was paying cheques into hiS private account The 
Court of Appeal held that for the first cheque there was negligence on (he 
part of the banker but payment of subsequent cheques over a period of more 
than two years had not been questioned by the plaintiff and therefore, the 
banker, was protected Justice Buckley, said that the banker was lulleiJ fo 
sleep by the action of Morrison himself 

3 Af'o yiotaifon of Powers The agent should write, accept or endorse 
the instruments well within the powers and limitations conferred upon him by 
the principal If the banker allows the agent to violate the limits the former 
will do so at his own cost and the customer shall not be held responsible for 
this 

4 Sii^naiurcs by the Agent All the transactions should be done under 
the signatures of the agent, while signing bills, cheques etc the agent should 
sign and make it clear that he is signing on bchtlf of the principal This is 
all the more important when the agent ts also having his personal account m 
the same bank The agent should use prefixes such as 'Pi. r Procuration’or 
•PP’, or ‘per pro' or ‘on behalf of or‘for’ or‘bj his attorney’with the 
name of the principal and then he should put liis signatures 

Ifthe agent simply signs and docs not use any prefixes, the banker has 
every right (/) either to debit the amount of cheque to the agent's personal 
account, or (ii) if the agent does not have personal account, then to dishonour 
such cheque The agent will be personally liable for dishonour of cheques 
due to incomplete signatures as mentioned earlier 

5 Closing the Customer's Account The b.mkcr should close his custo¬ 
mer s account on knowing reliably about his death, lunacy or insolvency 
Closing of account Will automatically slop functioning of the agency if one 
existed for any account Cheques signed by the customer before his death 
could be paid by the banker but cheques signed by an agent before the death 
of (he principal should not be paid after the principal s death The banker 
should return all such cheques with the remark 'Refer to Dr.awer’ in ease of 
lunacy or insolvency and 'Drawer Deceased’ in case of death of the customer 

In case of death or lunacy of (he agent, the cheques written before his 
death or lunacy arc considered valid and hence (he bank should pay such 
cheques even after the death or lunacy of the agent 

6 Tirmination of Agency According to Sections ^f)/ to 210 of the 
Indian Contract Act. 1872, an agency ij treated to have terminated in the 
following circumstances — 

1 If the two parties agree 

2 If the principal himself revokes his authority 

3 If the acent himself rcnunciatcs the agency 

4 If the business of the agency ha* beer? completed 

5 If the death or insanity of (he principal or agent occurs 

(5 If the term of the agency has ended 

7 If the principal has become an insolvent 
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8 If the subject matter of afcu^ « no more 

9 If the agency has been rendered onlaAvfuI 
10 If the Company has been dissohed 

A banker should keep m mind these piosisions while allowing operation 
on the account by the acent The fatlure of the banker in any manner 
would di‘charge the pnncipal from his liabilities 

JOINT ACCOUNTS 

Accounts opened by ino or more persons ere called joint accounts 
Such persons arc neither partners, nor irmtees Joint account holders are 
generally relalues, who open such accounts for sanous reasons but the mam 
consideration IS to a\Old Iiijgauon orient proceedings to claim the deposit 
in the e\ent ofdeath of one or more ofthe areounl bolders This is more 
possible by the pros ision made in the account opening forms lo regard to the 
authority tested in one or more or all the holders of joint account for 
operating the account and the payment of llm balance of the account to the 
sumnag holders in the etent of the denied of any account bolder Such 
accounts are opened and operated upon (iLe accounts m (be names of 
iQdiMduals 

\Vhi\t opeaicg a joint account, a banker should take the follow mg pre* 
cautions — 

1 The application for opening a joint account should he signed b> all 
tbe persons who intend to open such an account 

2 The banket should obtain a clear mandate fm wntmg) for opera 
tiOQ of the eccouot. The names and spectmen signatures of persons atiihonsed 
to operate the account should be given in the mandate. Such persons 
cannot delegate tbeir authonties to any other persons In the absence of an) 
such mandate or special mstructions tbe banker should honour only those 
cheques which are signed by all the persons m whose came the joint account 
stands 

3 The banker should obiain clear instroctions regarding tbe power to 

For this purpose, a note, mcludmgajoint and several 

liability, should be executed by all the account holders so that in case of non 
payment ofthe loan a legal suit cnuld be filed and the Hank's dues could be 
realised from any of them or all oflbein. Tfcc banker should also obtain a 
Tetter of set off* from these parties so that credit balances standing in their 
individual accounts, tfanj, could be ulibsed IE re pajment of the overdraft 
or loan 

4 A banker should also know about the powers confened upon the 
persons operating the account about lodging and wiihdiavval ofsecutilies In 
case of shares m joint names transfer fontis should be signed by all the joint 
owners 

3 Tbe persons opening a joint account should also specify in tbe appli 
cation Itself as to W'hom the balaniwanjoaat would be pajaWe Althouch 
the ‘Law of devolution’ clearly provides that in case of joint owners* onl\ 
survivors can retain the thing but in order to avoid ary dispute ansmg out 
of an) claim by executors ofthe deceased, a rule on the roHowing lints is 
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i6rt(ained m (he account opening from itself 

'fn the event of death, insolvency or withdrawal of any of us, the 
survnor or survuors of us shall have fii!] control of any moneys then 
and thereafter standing to over credit in our Account with you ’ 

COUNTERMANDING PAYMENT 

Where a joint account is being operated by one or more persons, but not 
by all of them and if any of the joint account holders countermands or stops 
payment, it is obligatory upon the banker not to make any payment from 
that account until and unless alt the joint account holders agree again to 
operate the account If the payment of any particular cheque has been coun 
termanded the banker should continue to pay other cheques barring that 
cheque 

DEATH OP A JOINT ACCOUNT HOLDER 

Because of the survivorship clause, bankers arc considered safe in case 
of the death of one or more joint account holders If there is any debit 
balance at (he lime of death, (he banker has nothing to fear from the side of 
heirs Of legal representatives of the deceased but it is in the mtercsts of bant 
Itself to doss the account otherwise operation of rule in Clayton’s case would 
prevail and might make it difTicuU for the banker to adjust its debits because 
of conflicting claims 

When there is a credit balance at the time of the death of a joint account 
holder, the banker should pay the amount to the survivor or survivors as 
stipulated in the account opening fonn The banker should cIos" the joint 
account m which the deceased was one of the account ho/der and ask the 
survivors to withdraw the balance and deposit the same in a new account if 
they so desire Banker should not allow operation of the old account because 
With the death of a joint account holder, the earlier mandate to operate 
account is cancelled automatically Obtaining a fresh mandate would mean 
opening of t new account in the name of survivors 

In India barkers cannot pay straightway balance of a joint account to 
survivors without hearing legal representatives of the deceased If a banker 
does so it Will do not its own cost and might get entangled m conflicting 
claims In Nagarajantma ss State Dank of JI}derabad (AIR 1962 Andhra 
Pradesh 260), it was held by the Andhra Kigh Court that the credit balance of 
joint account cannot be paid to the survivors In Krushandas b’agmdas DhaU 
\s JJ/iflguflndas f?cnch/ioddaj cm/orters (AIR 1976 Bombay 153), It was held 
by the Bombay High Court that on death. Survivors would be owners of the 
credit balance of a joint account only when facts and circumstances of the 
case so established If the intcntfon of account opencR was not to make 
survivors ils owner then li would automatically go to the claims of heirs or 
legal representatives of the deceased It was also held that State Bank of India's 
rule to make the survivor absolute owmer of the credit balance was wrong 
In another case Padmanabhan Bhaxastt and others vt Goxindan B/iargcna and 
Another (AIR 1975 Kerala 83), it was held by the Kerala High Court that in 
case of death of i joint account holder, (he credit balance of the account 
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payable to cuher or survivor could not be treated as a gift to the survivor 
because the depositor (survivor) continued lo the owner of the account The 
Court was also of the view that in case of death ofoneof the inojoirt 
account holders, the accounts turned into a single account and could be 
operated by a survivor The Ian of inheritance did not interfere m such 
operation 

If, however, a banl,cr gets entangled in a conflict between survivors and 
heirs of the deceased of a joint account inspitc of its best effort to settle the 
dispute it will be beneficial for the bank lo deposit balance of such account 
in the court and leave it upon the court to decide it fate 

INSOLVENCY OR INSANITY OF A JOINT A/C HOLDER 

With the receipt of notice of insoKency of one or more of the joint 
account holders, the banker should immediately discontinue the operation of 
such joint account It is due to this reasoning that the mandate originally 
given by joint account holders ceases to operate with the insolvency of any of 
Its constituents Payments cannot be resumed till the detcrmioation of 
liability of the insolvent person is not completed by the Official Receiver 
Payments can be made from this account only when instructed to do so 
jointly by the solveot account holders and the Official Receiver of the insol 
vent It >5 advisable for the banks to open a sew account in the joint bames 
of solvent persons and Official Receiver and the credit balance from tfae 
previous account should not be transferred to ti till the liabilities of the 
insolvent have not been decided If the joint account bears a debit 
balance, the banker should still follow the same process and wait till the 
liabilities of the insolvent have been delerroincd 

In case of insanity of any one or more constituents of the joint account, 
the jbanket (should stop operation of the account immediately after receipt 
of the notice of insanity The operation of the account can be restarted only 
afler the appoinlmeat of an Admmislralor by the Court The Adminslraior 
and the remaining account holders would operate the said joint account 

RIGHT OF SET-OFF IN lOINT ACCOUNTS 

The banker can set ofTdcbil balance of joint account against the credit 
balances of individual accounts of the other joint holders of the account but 
this can be done only when the banker has obtained a written consent from 
them accepting the liability jomtly and severally in the joint account This 
sort of provision is helpful to the banks when any one of the joint account 
holders either dies or becomes insolvent However, the banker should not 
forget to give prior notice to the jiersons whose accounts are to be affected by 
the set off 

A loan or overdraft standing la the individual accounts cannot be set-off 
against the credit balance of the joint account until and unless it bears a 
guarantee from all the joint account boMm 
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OAUMislirr oiuiru on joint aicounts 

When T G irnislice Order is issued on n joint nceount i! is npplit iblc on 
nil the iiulividinl lecounts of the constituents loo Conlnry to i! n 
girnislicc order on mdividinl necount should not be applied on n joint 
account 

JOINT ACCOUNT Of IIUSnANtl ANI) SSIIT 

All the rules npplicnhie to •» joint mount nre ilso cnrorcnhic in esse of 
« joint flccount in the ninie of fiishind nnil wife except tint the provisions of 
siirsnofship dillcr «t In rrdcr to decide the issue cif survivorship in 

CISC of n joint iiicoiint of bus! ind and wife a invitcT his to consider the 
following points 

The purpose of opening the account and the person from whose income 
the nmount dcposilcd Ins ci«nintv.d 

If I joint mount Ins been opvni.d for the tonvcnience of the husbtnd 
the bilincc would be piyvblc to his heirs nnd not to his widow [Re 
MnrsI til M Cniimll (1875)C20Cq 328j Contrary to tins if the purpose 
of opening the joint account w to provide for the nwessiiics of his wife the 
bihncc svould be p lyiblc to the survivint widow m cue of liusbind s death 
tRc /(//ij i.f roUi (1911) I IICVJ 

Simihrly ifthe huslnnd his deposited Ins mconic in the joint accownl 
and dies then Ins hcifs but not the widow would be entitled to the piymcnl 
of the b d tnev. iniount If the deposited nmount rvl lies to wift s income no 
body but the wife done would be entitled to the piymcnt of bal ince nmount 
IS cnsc of her huslund s dcnih Tollowing ense hws provide guidelines m 
respect of the luislnnd and wtf«. s joint nccouni s survivorship clause 

Gursn Duilti 15 It ini OtiUa (W9) Oif 9-f-/ In this ense a Hindu 
husbind and wife opened i joint ncconnt in the Aliunee IJnnk of Simla nnd 
husb iiid deposited Rs 1 00 000 out of his own pcrsonnl income The deposit 
wns pnynblc to either or survivor Alter some lime thcJiusband died in J920 
survived by his vvifi, nnd three sons Tlic widow withdrew the principal 
amount of Rs 1 00 000 nnd its interest through one of her children The 
other tvvo sons filed a suit nnd objected to this vvithdrnwal The Calcutta 
High Court decided tint the nmount deposited by a husband in his wife s 
joint nccoiml did not become n gift to his wife Therefore nil his three 
children Ind equal rights in the estate and the widow could not avail it as a 
survivor 

*»tian(tmoycc 15 Rrncal Central Banli (JJ CR In this ease hus¬ 

bind nnd wife opened n joint account m the Dcngal Central hank with Cither 
or Survivor provuions It wns hcid by the fourl that afler the death of the 
husbind the widow could operate the nccount There was no evidence of the 
fact th It the moneys deposited ii> the bank were out of the husband s property 
Thus if it IS proved tint the amount in the husband and wifcs joint 
nccount is out of the husband s Income it is not advisable to banks to pay 
balance to the survivor Although it had been decided in a cise (S K 
I’lnmknrn Tnvnncorc NnliomI nnd Qmlon Ihnk Ltd by its O/Jicul 
Liquidator (AIR 19-12 Madras 35IJJ that unlessothernue proved, the presum 



FS The Ije^esI Pvs'SiTe cf Bnktrgit t'tiu 


ptioa of Ian- in Jndsa is ibat a joait acrount oppc^d bj a Hiadu Hu'baad acd 
i>5fea]wa;-5j>os«:rs'iMa husband's locwat and bcnrt its balance cou!d cot be 
paid lo the suni'ing tndon^ inspire of it we can that banl^ should net 
bother about this c]Qin''y situauon ewn before iis existence and mutt pav the 
balance to sumiing irifc <«adow| nnle<a an effeciht injunction has been 
sought by the parties concerned from a component court. It ts further 
suggested that while opening the joint nccouni, banl’s sfcoyjjj egt a c'eaj-ctn 
mandate from the husband that in ca'-c of his death the surniinp wife Mould 
be entitled to the balance in the aroouni and none clce 

JOIXT RKDD rxMtLr 

The Joist Hindu Family IS a system m which all the male members 
(called ct>parceocfs) descend lineahx Irorn a ronamon ancestor and their 
social and econoniK recognition depends upon the funruoning of ihr grrup 
as a whole One is bound by all and all arc bound by one It is a mix cf 
sole proprietor and joint ownership The won! ‘Hindu* bears a legal recagai* 
tion The management of fatoBy and lU property fall within the puiirew of 
the Hindu Law.* Two prominent Schools goitm tl« provis-’ons cl lit Hindu 
l.aw. Under .IfiJclsto^ S.*/re>i>/dciy male nnabei of the fandj aeqaires 
interest in the joint property by buth. A <h2d can claim coparctacrship 
e\tn from the date of conception by his aoibtr With the caTorcifaent cf 
Hindu Succession Act, 1955, the share of a destasrd oo-paicener is al-o 
diwible anons th* female atmhen of the family The foUowins female 
members, who ha\e beneSted from the Act, ere : Daughter, Dfcea^od son's 
daughter. Deceased son's decea.«<d son's daughier. Deceased daughter's 
daughter, ^S’Jdow. Deecised son's widow. Deceased sen's deceased son's 
widow. Mother, 

According to X>o?'0 Scf-ixiJ, sons cannot claim any right in iheh 
parental property till the faUier j$ aJn's. Howerer, their ejaim is cfi‘frth« 
afier the death of the father. Sia’es lile Vi'. Bengal. Orissa and Assan jrlain 
Days Bhag School whi)? rest of ibecouulr; embracss the Mitalsbara SrioDl 

The business run by n Joint fCnda Fsmih is moie stable lian o pariatr- 
ship bu';in«.s because in lie fonnfr no change occjrs dae lo birth cr death of 
the copanxnerx. The affairs of the familrnrenliraj's managed by the senior 
most male member of the fain2y called the Acrrn. A baalttr might fse* 
diEBcultics io asoertaiaiDg a copaicencr’s rights bKau'ecflhsFreri'aons cf the 
law. Any contfset oalered into by a Karta with the banter might be 
moled subsequently by a pereoa whowas in his mother's womb at the time 
lbs contact was enterod into, A baalershcnld tale the rolloning precautions 
in dealing with and granting 2 loan to s Joint Hiadu Family luui r 

2 . The eldest male member of the family Jmown as the'Xarta'cr 
‘Manactx’ should be aTlowcd lo necount since he alone has a 

capaaTv 10 contract on behalfofthc latmly. "The ‘Karta* has as implied 
authority to tale loans, pledge sec uriti es, execute negotiable instremecis, 
dispose oTpropeiiy, male payments and selflc di'-palcs on behalf of tbs join: 

»Joint Hiadn Fiicilj law ami rales artxwttW'IiciMe to Muslras aaS ctnssaei. 



Tjpetaf CvstHfntrs md AetovTit lleldtn 89 

family A banker should be aware of these implied powers 

Thus, a ‘Karla’ can run a business on behalf of a joint family In 
Sohania! Dudiwna and other \s United Bank of India and others (AIR 1978 
NOC 46 Gauhati) it was held that, if not otherwise proved, it would be 
presumed that the business run by a ‘Karta* was a joint family business 

2 If the family business is being run elsewhere by an adult male 
coparcener in the capacity of a‘Manager’then he can also operate a bark 

account m the name of the family 

3 While opening an account of the‘Karta’ or Manager, the banker 
should take signatures of all the adult male and female coparceners 

4 The banker should alio demand a family declaration letter’ while 

opening the account of the Karta’ of a joint family Such declaration should 
include names of all the coparceners of the family, their mutual relationship 
and number and names of adult coparceners Dates of birth of each minor 
member of the family should also be furnished and at the time of his becom 
isg£ iSTSsar jAvsa-.W te obta/aed afresh Banis 

usually demand half yearly declarations 

5 A ‘Karta’ may be given loans or allowed an overdraft by the banker 
for the business or family requirements of the former Any loans borrowed 
by the‘Karta’for his o»vn requirements or for speculative needs or for the 
purposes not directly beneficial to the family svould be considered individual 
loans and hence the ‘Karta’ alone would be responsible for their repayment 
and not the family as a whole Some examples of/bmi/j- and business needs 
are 

(<j) Making payment of Government Joans and taxes 

(i>) Incurring expenses for subsistence of coparceners and all the family 
members 

(c) Spending for marriages of male coparceners and their daughters 

(d) Spending for funerals and other social rituals and celebrations 
of the family members 

(<*) Spending for absolution of family property from the disputes 

(/) Seeking absolution of family chief or any other member of the family 
from senous criminal offences 

(g) Paying off the debts incurred for conducting family’s business 

In Ram Dajal and others rs Ilhanwar Lai and others {AIR 1973 Rajasthan 
173), It was held by the Rajasthan High Court that payment of the debts 
incurred for family business was a legal necessity For this purpose Joint 
Hindu Family’s manager had powers to alienate family’s projierty However, 
the burden of proving legal necessity lies upon ths loaner or banker The 
banker should satisfy himself thoroughly before granting a loan to a ‘Karta’ 
that the loan is meant for the benefit of family business 

6 While accepting individual deposits m current, sayings or fixed 
deposit accounts, the banken obtain a written declaration from their Hindu 
customers that the deposited amount is their personal carning'saving and 
does not relate to the Joint Hindu Family This declaration is essential for 
making the deposits immune from joint family liabilities incurred elsewhere 

7 While giving loans to a Joint Hindu Family, the banker should insist 
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lhat all the adult mile coparcerters Mgn the loan agreement so that they ar6 
mdivuIu-iUy made liable to the loan Tins is because of the fact that copar¬ 
ceners’ liability IS limited to the extent of their interests in the Joint Family 
Adult inembcrs can be m ide individually liable even if they subsequently 
ratify the loan agreement 

T A Sankarahngam u T N ManI {AIR 1975 Mail 206) In this case, 
Madras High Court held that if a ‘Karta’ was acting in a representative capa¬ 
city of his family and if a ‘decree had been issued in Ins name, it would be 
binding upon all the members of the family and entire property ofilm joint 
family could be attached m satisfaction of the decree It did not matter 
whether the suit for seeking decree had been brought or not in a)) ihc names 
of adult and minor coparceners 

Gollamudf Sna Kuman and others ts Indian Oicrscas Bank and Others 
{AIR 1978 AP 37] In this case, Madan Mohan Rao, Karla approached the 
plamtifT Bank for a cash cri.dtt facility of Rs 65 OOy for making additions and 
improvements to his hotel building The loan was repayable in monthly 
instalrncnis of Rs 1 500 A promissory note was executed for this purpose 
The other members of the family jointly and severally guaranteed the payment 
of debt Title deeds of the building were also deposited with the bank creat¬ 
ing equitable mortgage 

Unfortumlcly, the Karli, Madan Mohan Rao died in an accident in the 
month of February 1970 The lemaimng members of the family did not pay 
the inslolments The Bank filed a suil for recovery cf the money due against 
all the defendants The Court supported the Bank’s plea and dismissed the 
appeal of the surviving familymembers 

8 Asa sifeguard, the banker should ensure that loan documents are 
also signed by the guardians of minor coparceners Guardians should sign 
the documents in ihcir own individual position in the family and also on 
behalf of the minors, they arc to put their signatures in each capacity sepa 
ratcly When minor coparcener attains majority, the banker should obtain 
his signatures also on all Ihc documcnis to rehfy the transactions made 
AuntfS hts/ntttortly ' 

EXECUTORS AND ADMINISTRATORS 

When a person before Ins death appoints another jjerson through a will 
to conduct, manage, distribute or arrange otherwise his estate after his death 
the person so appointed js called an 'executor' But if no such ‘wjl] 
exists, or the ‘will’ of the testator does not mention the name of the executor, 
or the person appointed as an executor dies, or the person so appointed 
refuses to act, and the court appoints a person/persons for execution of the 
deceased’s estate, the person is known as adnumsirator 

An executor’s powers and duties ate contained in the‘will* itself but he 
has to obtain an olBcial conhrmation of the will known as ‘PROBATE’ from 
the court The administrator’s powers and duties are clearly stated m 
‘Letter of Administration’, issued by the court itself No ‘probate’ is required 
in this case The executors or adminislrators arc also allowed to open 
accounts with banks Although the two accounts ore similar in nature but 
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tlieydilTcr very much as compared to the operationof other individual 
accounts A banker should take the foIloH ing precautions while dealing with 
the accounts of customers like executors or administrators 

1 On receiving an information of death of the customer, the banker 
should immediately stop payments from the account of the deceased customer 
and wait for the appointment of executor or administrator, as the case may 
be, for the operation of deceased s account 

2 When an executor or administrator has been appointed, the relevant 
‘letter of probate or ‘letter of ndministralton*, as the case may be, should be 
demanded by the banker and following parttculars should be noted on the 
ledger folio of the concerned account 

(i) Dates of‘will’ and ‘probate’, 

(iij Date and place of the death of deceased. 

On) Name of the issuing court and its place 

(n) Name and address of the person presenting the ‘Jellcr of probate’ 
or ‘letter of adminisiraiion 

(!’) List or number and value of ibe estate to be managed by the 
executor 

(w) Powers and duties of the executor or administrator 

It IS bettef to close the deceaseds account and transfer its balance to a 
new account opened m (he name ofexecutors/admmistrafors in the following 
style 

‘Shanta Kumar Radhey Shyam executor to the estate of laic Pntam 

Das * 

3 If two or more than two cxccutors/administrators have been appoint* 
ed, a clear mandate signed by all the exccutors/admmistrators should be 
obtained by the banker as to how ihc cheques bills etc have to be signed 
and endorsed and who will operate the account In absence of any such 
mandate all the executors will operate the account jointly Even if a mandate 
has been obtained by a banket but any of the executors informs the bank 
subsequently that all the executors should opentc the account, then it is 
obligatory upon the bank to follow the instructions However, it is a basic 
right of every executor to countermand the payment any time even if the 
cheques, bills etc have been signed by all Ibe executors 

A Where a‘letter of probate’has not yet been issued by the court, but 
the executor wants to take a loan in order to meet the expenses of deceased's 
funeral or other social rituals, the banker should allow such a loan on the 
personal security of (he executor and where two or more executors demand 
such loan, a letter making them liable jointly and severally for (he amount 
should be obtained from them by the baokcr The amount can be adjusted 
from the deceased's account afterwards on receiving the ‘letter of probate’ or 
if no ‘probate' could be obtained the amount can be realised from the 
personal accounts of these persons 

5 The banker should ensure that no misappropriation of funds of the 
deceased occurs The executors should not be allowed to transfer funds from 
the estate account to their personal account and the securities in (he name of 
deceased should not be allowed to betaken in their personal use 
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6 If authorised by (he 'will, ao executor maj be allowed o%erdraft or 
may be given Joans on pledging of the securities of the testator Berore 
gitiDg loan, the banker should ensure (hat (he loan documents have been 
signed by all the executors and (hey have accepted this liability jointly and 
severally 

In fiirAall is Far/i<7//(1871) if nas held that if the executor had been 
given unauthorised Joans, the estate of the deceased could not be made liable 
for such borrow mgs In a Bombay case (Bironyi Husfamji is Heprabhni 
(1909) II Bom LR 250} it was held (hat leans faken by executors for their 
personal use could not be realised from the deceased s estate 

7 In ab«ence of provision in the nil! or in the absence of vvill itself, 
business of tfic deceased mtsi noi be coniinurd hnger than is iiecessar^ for the 
mndingup The executors would be committing a breach of trust if they 
carry on business beyond a reasonable time If any advances arc made by 
the banker dunng this inlerrugnum, the banker would also he a party 
to breach of trust and therefore other creditors might claim a prior right over 
the banker on the securities deposited with the banker 

8 In case of death of one of the executors, the surviving execulor=, 
would continue to operate the account because the powers of the deceased 
executor automalically pass on to the surviviog executors On the 
death of the sole or last executor (be successors would be the executors 
of the deceased executor If the deceased executor has not JeB an> Mnll’, 
interested perrons in hts estate should apply to the court for the f^sppomt 
tnent of an administrator Such an admimsirator would also act Ibr (he 
estate ofthe deceased s testator Tlie same thing happens when any or some 
of the executors resign or become insolvent or luoatic If the account js 
overdrawn or ao overdraft has occurred iheo 10 case of death, or insolvency 
or lunacy of any of the executors, the banker should discontinue such 
account and open a fresh account in the name of surviving or remaining 
executors in order to escape from the effect of the rule lo CJajioa’s case and 
fix the responsibility of the deceased 

9 A banker should not exercise the nghi of set off against the credit 
balances in the personal accounts of executors and the debits standing id the 
deceased customer s account 

TJlUStEES 

Banks can open accounts of Tnisices also Although banks generally do 
not approach the Irusts/txuslccs on Ihcirow a, jet it is benefioal for banks 
to enhance their business ibrough eoiertaming such customers. Trust always 
handle big amounts and promote long terra deposits m ihc bank Before 
accepting any customer as a Trustee it is necessary for a bank to know as to 
who IS a trustee According to Section 3 of the Indian Trust Act, 1852, *A 
‘trust’ IS an obligation annexed to the ownership of property, and arising out 
of a confidence reposed m and accepted by the owner or declared and accept- 
ed by him for the benefit of another or of anoOier and the ow ner ’ Thus, the 
document through which a trust ts fonned is called 'Trust Deed’, the person 
who reposes the confidence is called the ‘Setter’ or ‘Author’ cf the trust, the 
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person for whose benefit the confidence is reposed is called the beneficiary 
and the person in whom this confidence is reposed is called the ‘Trustee’ 
Generally speaking any person who may like to keep aside a portion or 
entire part of his income or property for religious educational social or 
philanthropic works may appoint a person or group of persons to take care 
and control of an estate gencnlly after the death of the owner of the estate 
The person so appointed might be required to open and operate a bank 
account in the execution of the objects for which a trust was formed While 
a banker should welcome the trustees who want to open an account m the 
bank, it is the banker’s duty to take adequate precautions and have all the 
pre requisites completed for opening such on account It is better to open an 
account as a (rust account nther than first opening it as an ordinary account 
and then on detection converting it m a ‘Trust A/c’ The latter stacc is not 
recommendable since it is fraught with the risks of breaching the trust A 
banker should not avoid the trusts’but should avoid the breaching of the 
trust The following points are noteworthy for a banker 

1 A banker should thoroughly and minutely study the trust deed and 
ascertain the powers and functions of the trustee He should find out the 
following information and keep a copy of the 'trust deed’m the banks 
record 

(0 Names and addresses of trustce/irustccs 

(n) Powers vested in the trustees for administrating the trust property 
(/») Names and addresses of the‘settler and the beneficiary’ 

2 If two Of more than two trustees have been appointed then the 
banker should obtain clear mstriiciions from these trustees as to who shall 
operate the account In the absence of such instructions, cheques etc should 
be signed by all the trustees 

3 A trust account may be opened m the name of an micrnal or may be 
termed in such n way so that it looks to be a trust account Some of these 
styles are 

(0 Radhcy Shjam (Ex Parte Prabhu Narain Jaipuna) 

(lO Gopal Reddy per P Somasundaram 
(fii) Preetam Das Afc Ram Lai deceased 
(fv) Anand Prakash and Suraj Bhan, Trustees of Jyoii Sen Gupta 
(v) Nemi Chand re Phool Chand 

Banks oBcn quote it in ifteir current account rufes that £'iini abes 
not recof^nise trusts which means that if the customer docs not disclose 
to be a ‘trustee, although he n a trustee, it is not a duly of the 
bank to treat him as a trustee But the practicability of this rule is something 
else Although customers might have opened accounts in personal names 
but a banker can find it out subsequently from the business and dealings of the 
persons concerned whether their accounts are personal or not The accounts 
opened by Gosernment or Semi Government oflicnls may easily help a banker 
to reach a conclusion Items (f) and (r) mtheabove examples are of confusing 
nature but a banker could still find out facts of existence of trust through 
transactions of cheques and bills m the customers account In the ^a)ar 
hfrthrn Bjnk Lt! O^^tal Rerrhir of TTa\(Tr<rare Bank LtJ 
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(AIR !94]. Madras 125J it v.2is held by Uie Madras Cc^rf lia! lrr;5rti: 
a ini^t moDCj -mih a baal^er did oot izialc a banier hins:]f a irurtrc*. The 
rclauonship between the bnalerandthecsBlMnsr still reraaiaed liaj cTdtblpr 
and creditor rather than that c>f *seiOor' and the 'trustee* 

4. A hauler should leep a vjgl] on Ihs cyerabMi of a Trust aacoiai’ 
and ensure that the trust montj k not being saisuiilued. If a tanlw deli- 
beraifly indulges or allous useoftrust tacmej fesrpersona] purposes cT the 
account holder, the hanVer shall also he held responsible for bresci of trus^ 
chequc\, bills etc 

5 Anj debit outstanding m the personal aeoouat of a ‘liustee* cannot be 
set-off against iht credii balance l\ing in the 'mrst nernunt.* la PJLSJI.M. 
Sctcpp2C7iiUiST \ OR P Firm ii was held that iT the debts cf 

personal account had been adjusted from sarh an auraunt of nhirh hauler 
had a knowledge of Its being a imst account, thehanlc^ would he liable to 
return the raonej to ihclnistets However, ifa customer has been ruaTulaia- 
ing scseral trusts* moneys in a single IruM account, the rjJ' n CJjirm'j cave 
could be applied and each fini ncm cf the debit could h? sci-cff acamsi the 
first Item tn the credit side of the account 

6. A trustee cannot transfer his powers to an; con-tnssiee. IT two 
CT more than two trustees ba'e been appointed in a inw and if any of them 
has been auibonsed to operate the account, the trust-deed may proride for 
the transfer of power to operate on lbs account herweea the inictees then- 
selves. However, an j of the trustees can counfrrrnjnd the pajmenL 

7 If a trust-deed c.inf(rrs some «peaBe powers upon the ircsfees to 
borrow money, pledce securities or mortgage trust property, a hanker should 
not hesitate to grant loans to trustees wjihin such powers. If trestess are 
respedahle persons, the haok's work of graoUcg loans heooaes casSss. As 
a measure of safeguard, haalcfm should alsraj? oblsia in wrijinga deeJarafioa 
of a joint and .several lishiliJt /rota the trustees in addiiioa to cealioa of a 
charge on the trust properx'’- 

S Jf nothing otherwiseis laiddown in the deed, tbt simivicg trustees 
■would work for the trust in case of death or retirement of any cue or some of 
tie trustees (Section 4-1 of the Indian Tnist Act, 1S*^2) However, if aH the 
trustees die, retire or resign from the liusleeship, the banker should suspend 

the opemiiou of account till a new trustee is appointed b\ tit Court. 

9. k\*hcrc the sole trustee becomes insolvent, the judgaeai creditors 
cannot demand attachment cf the trust property since the propertv belongs to 
the bcncScianes of the trust and not to the trustee. In case, there are Ivro or 
more than two trustees in a trust and if snme of ihcm became insolTcnl, 
the remaining inistees w ould contintic to operate tic accouci. 

10 In case of insanity or lunacy of the sole trustee, the account should 
not be pcTimited to be operated till a new trustee « appointed If a trasr has 
twoormore than two trustees, iasanitj of anj one of them would empower 
the leinaming sane trustees to operate the .-icrounl How m er. if such a trust 
wceount hasadebit halancf iheoMsccounlshould be stopped and a fresh 

acEDunl he opened for fururr operalionl. This is essential in order to prevent 
application of rule in OajioD*s asc. 
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APPOINTMENT OF A NEW TRUSTEE 

The following are certain circumstances when appointment of a new 
trustee can be made withm the provisions of the law 

1 if the predecessor resigns from his post, or 

2 the predecessor dies or 

3 the predecessor is out of India continuously for a period of 6 months, 
or 

4 the predecessor has become insolvent, or 

5 the predecessor has become incompetent, or 

6 the predecessor has been working against the terms and conditions 
laid down in the trust 

The new appointment can be done by the Author of the Trust himself if 
he IS alive or by the person nominated in the trust deed or by any of the 
surviving trustees and if no trustee is surviving then by the legal representative, 
appointed by the consent of the competent court, of the last deceased trustee 
or by a retiring trustee and if all the trustees are retiring then by all such 
trustees A banker should see that such an appointment js done in writing 
and has been duly signed by the appointor A copy of such appointment 
letter should be kept m the bank’s record 

LIQUIDATORS 

Any person appointed to complete the winding up proceeding of a com 
pany is called a liquidator According to the provisions of the Indian Com 
panies Act, 1956, any joint slock company may go into liquidation in either 
of the following ways 

1 Compulsory winding up by the Court (Sec 456) 

2 Voluntary winding up by the members (Sec 496) 

3 Voluntary winding up by the creditors (Sec 503) 

With the appointment of a liquidator all the assets and liabilities of the 
liquidating company fall within the purview of authority of the liquidator 
It IS his duty to dispose of assets, realise sums duefrom the debtors and share 
holders and distribute the amount among shareholders if left after paying 
off the liabilities of the Company It is obligatory upon a liquidator that he 
informs about his appointment to the concerned RcgiJtrar of/oinl Stock 
Companies within 21 days of such appointment If a liquidator has been 
appointed by a Court, the liquidating company's account should be opened 
rn a Scheduled bank Jf m the interest of tte creditors, a court may also order 
opening of the account in some non scheduled bank In case of voluntary 
winding up, the account can be opened m any bank 

The liquidator’s account IS meant for a short span of tune, because as 
soon as the liquidation of the concerned Company is over and assets and 
liabilities have been matched suitably, the bank account will have to be closed 

As mentioned earlier, large sums of demand deposits provided by Trusts 
could be a source of inspiration for expansion of bank business Besides 
banks earn a lot of service charges and commission from such customers 

As IS the procedure in other accounts, a hanker should very well study the 

legal provisions relating to a liquidator and winding up In ifudrat ProTineiat 
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Co operaiuc Bank Ltd \s SoulhindtanhSatcdi Factory Ltd (I9C4) 14 Comp 
Cases 228 (tn lupiidaiion), it was held by the court that mere inspection of an 
appointment order of a liquidator was not sufficient, instead a banker must 
know all the prosisions relating lo a liquidator It means that a banker 
should thoroughly study the appointment letter and find out the liquidator's 
rightsandduties in connection with the winding up 

While opening and operating an account of a liquidator, the banker 
should note the follow ing important points — 

1 Before opening an account, an attested copy of appointment letter 
should be obtained by the banker 

2 Words like'OiEcia] Liquidator* or‘Liquidator’should be added to 
the name of the Company in liquidation while allotiRg n caption to 
such an aextount In no case the liquidator’s personal name should 
be added in the caption The correct st>lc will be ‘Official Liqui 
dalor—Oriental Cable Co (in iiquidation)’ 

3 If two or more than two liquidators have been appointed, all will 
operate the account, if nothing otherwise is stipulated Howeser, if 
made specific in the appointment order itself then some of them may 
be allowed to operate the account, but in no case this can be delega 
ted to an outsider who is not a liquidator 

4 Liquidators may be allowed to borrow money on the security of the 
assets of the liquidating company but (be liquidators cannot be made 
liable personally to such debts 

5 Liquidators are also empowered lo draw, accept or endorse bills etc 
tn the name of the liquidating company 

6 A banker should maintain a difTerence between the liquidator’s 
personal account and the account in liquidation Cheques, drafts 
and bills etc which are payable to the Company should not be 
collected in his personal account of the liquidator otherwise the 
banker w ould be held guilty of credited negligence 

7 In case of soluntary liquidation, a liquidator is not allos\ed to main¬ 
tain cash balance of more than Rs 500 for a period exceeding 10 
days Howeser, a Court may enhance this limit The banker should 
be aware of such limits and moke payments accordingly 

ACCOirNTS OF SOLterrORS A\D ATTORNEYS 

Solicitors are persons who plead in the court of law the cases of Iheir 
clients Such clients may also equip their snlicitors with the powers to 
operate bank accounts on their behalf AMomejs arc persons asked to deal 
wiib the bank accounts on behalf of their principal If a bank customer is 
too much busy he can entrust powers of operating the bank account lo a 
person who agrees to act as an agent The letter by which such power is 
conferred is called ‘Power of Attorney’ A Power of Atforney can be of two 
types m the‘General Power of Allomcy*, the principal goes his agent all the 
powers relating to drawing of cheques, wntuig and accepting of bills etc 
necessary m the matters of business dealings In the‘Special Power of 
Attorney', the attorney holder is provided powers of operation on the bank 
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flccounl m relation to certain specific matters such as sa)c or purchase of pro 
perty, looking nftcr the mamgement of a particular factory or carrying on a 
specific job coninct 

While opening accounts of soliators or attorneys a banker should tale 
the following precautions 

1 The banker should see that the power of attorney or the letter of 
appointment is still in force and bears requisite stamps A copy of such 
letter should be retained by the banker for his record 

2 The banker should also obtain fresh signatures on the copy of the 
power of attorney so that i concluswe proof is secured 

3 There should be a clear provision m the appointment letter if the 
solicitor or attorney can be granted an overdraft or a loan on behalf of the 
customer 

4 While paying cheques drawn by a solicitor it should be seen that the 
solicitor IS not misutilismg the customer’s money The Banking Companies 
(Legal Practitioners Client s) Act 1949 now adopts a lenient view and bankers 
have been absolved from their doty of stricily examining the cheques written 
by soliulors or attorneys Because in an ordinary course, ii js very difficult 
for a bank cr to detect the misutdiration of the power of drawing of cheques 
Stitt It is m the business ethics of the banker to protect the interests of his 
customer and prevent (he mivutdization as far as possible If a banker is m 
know of the f lets of mishandling of his customer’s money by the solicdor, he 
cannot escape from the responsibility of informing such fact* to his customers 

ACCOUNTS opriUTrn nv institutions 

Institutions such as pittncrship firms joint stock companies, local 
corporate bodies or clubs and societies etc arc made of several individuals 
and hence it requires a greater degree of prccnotion on (he pirt of a banker 
to open and operate such accounts Some of the institutions arc being dis 
cussed here which are important both for the account holders and the bankers 

J Pariiiership Pir/iis Pirtncrship firms require banker's service in 
their day to day money dealings and ibcrcfore a bank account is opened by 
them Partnership firms arc made of group of individuals called as partners 
According to Section 4 of the Indian Partnership Act, 1932, 'Partnership is 
the relation between persons who have agreed to share profits of a business 
earned on by all or any of them acting for all ’ Thus, it is an agreement 
between two or more persons to cirryona business with a view to earn 
profit The persons who conslilufc pirinership nrc called ‘partners' and the 
group of such partners is cillcd a *piir»«mfifp/rni' Every partner assumes 
n dual rote, that of principal and of an agent One is for all and alt arc for 
one Every partner is bound by the dealings of other partners The 
provisions of the Indian Paftncrship Act, 1932 apply to the functioning of 
partnership business Ilowcscr, if the partners of the firms mutually so desire 
they may frame their own rules within the framework of the partnership Act 

* TtiU Upat piMurapuon is necessary otherwise ihc production of Reiolut on ol Ihe 
Poard of O reeiofi and Ihc onginat mmule books houIJ greaily bsraper itsde mete 
patucularly ihe inieinational trade 
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Bankers can open accounts of the Parlnership firms Everj partner of 
the firm is enlilled to open and operate the firm’s account unless othermse 
provided jn the deed or objected by rest of the partners A banker should 
take the following precautions whiteopcnrngthcaccount of a partnership firm 

1 While opening the account it should be seen that the number of 
partners of the firm do*s not exceed the limits prescribed by the law 
According to the Indian Companies Act. 1956. (Section II) if the number of 
partners exceeds 10 m a firm carrying on business of hanUng or exceeds 20 m 
a firm carrying on a non bonlang business, it should be registered as a 
‘company’otherwise It would be treated as an illegal firm If the business is 
being carried on by a Hindu Unduided Family then under the Hindu Law it 
would be run b> a ‘Karla’ and no» by ‘Partners’ 

2 An account of the firm should be opened only on receipt of an 
application to this effect from one or more of the partners But before 
entertaining such an application, the banker shou'd confirm from the remain 
iDg partners if they haic any objection to such an applicaiton The partner 
ship deed can also help bankers to tnow the right of a single partner to open 
a Bank, account 

3 While opening accounts bankers should alwajs accord priority to the 
registered partnership firms because opening of accounts of unregistered firms 
could involve the following risks to the banks — 

(0 raricers cannot file a legal suit against an unrcnstcred firm. 

(li) An unregistered firm too canaot bring any suits asainst ils partners 

(hi) An unregistered firm cannot file a suit agamst a third party while 
a third party could sue the firm 

(it) Right of set offcannot be exercised against an unregistered firm 

Thus, a banker is precluded from exercising n right of set off and m case 
of any dispute among the p.irtncrs, the banker could sue the partners indiM 
dually but not the firm as a separate entity In certain cases subsequeat 
registration too docs not sav c the firm from the consequences of non registra 
lion 

4 The banker should obtain a clear mandate from the partners in re« 
pcct of opening and operating ibe accoorl The mandate submitted by 
partners should be read in conjunction with the partnership deed and a copy 
of each of these documents should be kept for bank’s record A banker 
should find out the following particulars from these documents 

(i) Names and address of the partners and their busmens 

(ii) The nature of the business oflhe firm sotbat v'lhile dending a 
quantum of the loan to the firm the bank could know whether it is 
a trading or non trading firm and whether it has a profit motto or 
sen ice motto 

(iiij Names of the partners who have been authorised to operate the 
account on behalf of the finn 

(ii) Their powers to make, accept and endorse the bills of exciiange and 
promissory notes etc 

(i) Partners' borrowing powers from the bank on behalf of the firm and 
tbeir power (o mortgage the property belonging to the firm 
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(vi) Duration of the firro, its capita!, partners* contribution, rules of 
sharing the profit and rules regarding incoming and outgoing 
partners 

(vfi) Partners' rights in connection with the immovable property of the 
firm Generally, a partner cannot buy or sell or transfer such 
properties as laid down in Sections 19 (/) and 19 (g) of the Partner¬ 
ship Act, 1932 If the partnership deed provides otherwise, the 
limits of purchase or sale of such properties should be noted by the 
banker 

5 The Banker should take specimen signatures of such partners as have 
been authorised to operate the account 

6 A firm’s account should always be opened in the name of the firm 
Itself and not in the name of the partner or partners In Aihance Bank u 
Kearsky (1871) LR, 6 CP, it was held that if a firms was a trading firm, it 
did not mean that a partner had an implied warranty (o open account in his 
personal name and bind the firm for the overdraft taken by him 

OPERATION OF ACCOUNTS 
PRECAUTIONS BY THE BANK 

Mere opening of the partnership account does not do the alt, the banker 
cannot remain a mute spectator to the doings of the partners because their 
acts would ultimately effect the banket as well A banker should take the 
following precautions during operation of a firm’s account by the partners. 

1 Operating po\scrs and i/icir rcvocofio/i Unless provided otherwise, 
esery pattner of the firm can operate the account and dravv cheques How¬ 
ever, if the partnership deed provides so, the power to operate the account 
could be restricted to a particular partner or partners only In that case all 
the partners won’t be entitled to operate the account However, these powers 
can be revoked any time by any of the partners, even by those who arc not 
empowered to operate the account As soon as a banker obtains such revoca 
lion orders, he should stop operation of the account until a new mandate 
signed by all the partners IS received by the banker Any partner can also 
countermand the payment ofa particular cheque even if he was not one of 
the signatories to such a cheque The banker is justified in dishonouring such 
a cheque with the remark‘R D * (Refer to drawer) but at the same time he 
should continue to pay the other cheques which arc not covered by the 
countermand 

2 Implied Pawers of the Partners Section 19(1) of the Partnership 
Act, 1932, says, 'The act of a partner which is done to carry on, in the 
usual way, business of a kind carried on by the firm binds the firm ’ Thus, 
each partner acts as an agent of the firm and every partner has an implied 
power to bind the firm for all such acts which are necessary for functioning 
of the firm’s business 

Implied powers work only when the aasof the partner relate to the firm’s 
usual business If the act is somewhat special or unusual, express powers for 
such an act must be confirmed by the deed or by a special agreement without 



7ht t/B* end /Vo'f/'f c/ Bst-k rg a trd i 


■niuch Ihe partcer cammtniog such an act -would be bafcle pcrsonalij 
Partners arc liablcjoiotb and sc\erallj svhcn ibeir sc^s fall -wiliia lie jmplicd 
po-Rcn, and: 

(O the act has been done m the firm’s name, and 
(/;) the act relates to lie usual business of the firm 
Certain case Ians preside examples of the situations nheie the acts 
of partners could be considered to be done urithin the implied pol^ ers or 
otherwise 

Ram Chandra ij Kasim Khan {IW4). Ii %iss held in this ca*e that til¬ 
ing of a loan by a partner for maling inicstnicnt in the business of the firm 
was cot a proofthat the loan was taken on behalf of the firm. According to 
Section 22 of the Partnership Act the borrau ing partner w ould be personall} 
liable for this loan and not the firm itself 

In another case Surjji Sms^ and o'Jiers J't Jin'll RctC’i Shs/mj (AIR 197''. 
Gauhaii I4J. It n-as held by the Caubati Hicb Court that wh*n an aejonnt 
was bciTTO-ned by a parincf on behalf of ibe partnership firm the act was 
binding on the partner^ and the firm too In Curram £ orhrrr 

ij J/ofo Potu/fl A'arsimhham 4 oihrr (AIR 1974, AP 307) it was held b) the 
Andhra High Court that eicry partner of the firm nouJd be liable for the 
promissory cote executed b} a maoagmc partner of the fina and the money 
so obtained was «peat subsequently for the benefit oftbe finn. 

According to Section 19 (2) of the Parioership Act, 1932, la the absence 
ofaoy usage or custom of trade to the contrary, s partner does sot base 
implied powers to tbe following matten 

(0 to submit a dispute relating to the business of the firm to arbitra* 
tron, 

(«) to open t hank sccouci on behalf of the firm in his own name, 

(in) to compromise or relinquish any cUun or portion of a claim by the 
firm, 

(n) to withdraw a suit filed on behalf of tbe firm, 

(>) to admit any liability in a suit acaiast tic firm, 

(ri) to acquire immoi able property on behalf of the firm or transfer the 
samc; and 

(ill) to enter into partnership on behalf of the finn. 

It is therefore, suggested ihat expressaulhonty should haie b-tn accorded 
by all the partners for any oflbeaboreactsorolhemisethercshould haic 
been usages or customs prcsalcnt anaong trade circles. Strtion 20 of the 
Partnership Act proiidcs that implied powen could be expanded or shrunk, 
through express agreement amongst the partners but the third party w oiild be 
affected by such changes only when the communicaUDn of such chanee> was 
duly made to the third parties (Re SbaranLnlPunamChand, Bombay, 1924) 

A banker should be always in touch with such changes 

3 Banker's Loan on a Firm'sGiarrmree A banker may wdJ crlcnd 
loans lo third parties on seeling a finn’s guarantee but the mam thing to be 
noted by the bankerin this respect is that the guarantee letter should hate 
been sigaed by all thepartDcrs oftbe firm A guarantee by a firm’s maoacing 
partner or any other partner is not •nffiment except when the firm’s main 
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business is a guanntce business 

4 Farmers Liabilil) on a Banker's Loan Partners are jointly and 
severally liable for the debts taken by a firm Section 49 of the Act lays 
do«n that the partners’liability in respect of their firm is unlimited A 
banker can realise its loan amount from llie property of the firm and if (he 
firm’s properly is not sufficient to meet the obligation, then the partners’ 
personal assets shall be utilised m satisficlion of the firm’s debts However, 
if the partners too have their private debts, their persona! assets shall be first 
applied in meeting these debts ami then banker s loan given to the firm would 
be satisfied out of the remainder, if any A banker can also exercise his right 
of set off against the credit balance standing in the personal accounts of the 
partners in satisfaction of the firms’debts given by the bank Banks would 
be safer if they take a letter of joint and several liability from the partners, 
before granting a Joan to the firm The joint and several liability of (he 
partners cont inucs until 

(i) all the debts due by the firm are not discharged, or 

(ii) no change occurs m the constitution of the firm due to death, 
retirement or insolvency of the parlner/partners 

5 iHiiinr Partner Generally speaking any person who has not attained 
the age of 18 years IS called a minor Although a minor docs not have a 
capacity to contract and he cannot become a partner in the firm but Section 
30(1) of the Partnership Act provides that he can be admitted to the 
benefits of a partnership This, of course, is possible with the consent of all 
the major partners of the firm The liability of a minor is confined to the 
extent of his share in the capital of the firm He is neither liable personally, 
nor his separate property ts liable for the debts and obligations incurred by 
the firm On the contrary, he has a right to share profits of the firm as 
agreed upon between the partners He can also sue on the firm for hts share 
of profit and property in the firm m case be has decided to severe his connec¬ 
tion with the firm A minor partner can be authorised to drawer endorse 
cheques etc on behalf of the firm Within six months of his attaining 
majority, he can disown any liability for the acts done by the firm during the 
period of his minority According to Section 30(5) of the Partnership Act, 
if he fails to give such notice he shill be deemed to have chosen to become 
a partner and accepted the liabilities incurred by the firm Thus, he shall be 

ie? tJro parties Jiv aJ) aefs fhe P.w? Ahr A?ie 
of his .admission to the benefits of iht firm However, his share in the profits 
and the properly of the firm shall continue to remain the same as it was when 
he was a minor partner in the firm A banker should know these provisions 
relating to minor partners before opening an account or granting an overdraft 
to the firm 

6 Admission of a Ach Farmer According to Section 31 of the Partner¬ 
ship Act, a person may be admitted as a partner into an already existing firm 
wilh the consent of all the existing partners 

When a banker is informed of such a new admission, he should obtain a 
copv of the fresh mandilc regarding the operation of the account and should 
proceed m the following minner 
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(i) If the firm’s account shows a credit balance, the banker need nol 
close It but It may be continued with the provision of operation of 
account according to the directions contained in the new mandate, 
(n) Where a firm’s account shows a debit balance, the banker should 
slop the old account m order to escape the Ru/c in Clayton's case, 
and open a new account The banker should, m addition to a 
fresh mandate, also obtain in wnting from all the partners that the 
new incumbent, would be liable for the debts already incurred by the 
firm or, as an alternative, the banker should obtain a cheque in new 
account signed by all the partners m payment of the old debts due 
by the firm to the banker 

7 Relirciuent of a Parmer A Parmer’s eait from the firm is called 
retirement According to Section 32 a partner may retire (i) either by giving 
a notice to this effect, if the partnership is at will, or (ii) in accordance with 
the express agreement with this cfTecl between the partners, or (/«) with the 
consent of all the partners If a partner retires (withdraws from the business) 
from the firm it necessarily docs not involve dissoJutton of the firm The firm 
continues to exist 

The retiring partner is liable, for all the acts of the firm done before his 
retirement to the third parties But his liability towards the banker or any 
other third party ceases m respect of all ihe transactions undertaken by the 
firm subsequent to his retirement A due notice of his retirement should be 
given to the banker failing wtneb he continues to be liable fur the debts 
incurred by the firm even after his retirement 

On receiving a notice of retirement, the banker should imracdiatcly and 
preferably close the account, if it bears a debit balance, so that operation of 
the rule in Clayton’s case is escaped and the banker retains a right to claim 
money from the retiring partner A new account should be opened to carry 
out the firm’s operations However, »f the firm’s account shows a credit 
balance, the task is easier for the banker He need not close the account but 
may continue Its operations by securing fresh mandate from the rest of the 
partners who now constitute a new firm 

8 InsoheMy of a Parmer According to Section 34 of the Partnership 
Act when a partner is adjudicated as an insolvent, he ceases to be a partner 
jn the finn from the date of order of such adjudication Insolvency of a part¬ 
ner causes dissolution of the firm unless an agreement to the contrary exists 
The insolvent partner does not remain liable for the acts done by the firm 
subsequent to the declaration insolvency He is also incompetent to 
operate firm’s account m the bank When a banker gets such an information, 
cheques issued by the insolvent partner before declaration of the insolvency 
and presented afterwards should be honoured by the banker only after gelting 
confirmation from the remaining partners The banker should usually close 
the account of the firm after the insolvency of any of the partners because the 
partner is not liable for the debts incurred by the firm after the date of 
adjudication and the firm itself is also not liable for the debts incurred by 
such partner on behalf of the firm after the date of adjudication Closing of 
account also helps the banket avoid rule in Clayton s case (rest of the partners 
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tnty not agree to operation of this rule) and ensure determination of insolvent 
partner s liability by the OlHcial Assignee 

9 liinhcnr\ of the Firm If the partners arc not declared insolvent 
but the firm itself has been adjudicated insolvent the banter should act 
immediately on receipt of such m information and close the account of the 
firm If there is any credit bilancc in the acujunt it should be handed o/er 
lo the Ofiicnl Receiver and if there is any debit balance a claim for (he 
realisation of th/s amount should be made before (he Official Receiver’ As 
an essentia! corollary of the joint and several inbiluy of the partners uhen a 
firm IS declared insolvent partners imyalso be declared insolvent if their 
individual property is not sufficient to meet out the debts and hence the 
banker should take all the step narrated m the Sih point above 

10 In^anll} of a PartiHr When any of the partners become insane the 
banker should dose the old account and open a new account m the name of 
remaining sane partners If nothing is provided otherwise in the deed the 
court on the application from any of the firm s partners or a third party may 
ban the participation of insane partner in the firm $ business or order dis 
solution of the firm 

11 Death of a Parmer If nothing contrary is laid down in the part 
nership deed a firm is automatically dissolved on the death of a partner, 
according to the provisions of Section 35 of the rarlnciship Act However if 
expressly agreed into between the partners ^ firm may continue even ofier the 
death of pinner The legal representatives of the deceased partner hive no 
Tight to step into his shoes The survivors wduld run the business of (he firm 
The estate of a deceased pifioer is not liable for the acts done by the 
surviving pirlners of the firm subsequently 

The hanker may continue the account of the firm even after receiving the 
notice of death of (he parincr The account may he opcr^^cd by the surviving 
partners ijll the dissolution of the firm is complete or till such specific lime as 
per mutual agreement between (be surviving partner? Where the account 
shows n debit balincc the banker should CIOS'* it and open a new account in 
order to escape the rule m Clayton sense and determine the liability of the 
deceased parincr for the acts done by the firm till his death Cheques sign-d 
by the deceased partner before his death miy be paid with the consent of all 
the surviving pirlners Where a firm is also being dissolved with the death 
of a partner ind the account hippens to be overdrawn all cheques drawn by 
the deceased partner before his death should be marked 'Partner tlceeareJ It 
IS advisable to the banks to close the account even if the account shows a 
credit balance because the deceased partner s property cannot b- us-’d for the 
benefit of the firm If done so the heirs or legal representatives of the deceased 
have a right to claim their share in the firm's profits Jfowever a banker may 
presume the partners having consented to the chims and continue (he account 
(with credit balance) if he hears nothing olherwiscfrom (he surviving partners 

If an 'administrator' has been appointed by Ihc court for ih- estate of the 
deceased partner, It docs not mean that he has also been equipped with the 
powers to operate bank account of the firm or 1 c can run business of the firm 
along with the surviving partners 
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12 PiiTtntfs’ Pniafe Accairjs A banker should riot Ia\e any objection 
in transfcmrg the money from the partners’pmaie accounts to that oflbe firm 
but if the Mcc sersa is being done be should not allov^ somthoul the common 
consent of all the partners When cheques payable to the firm are paid into a 
partner’s private account for coHertion or firm's cheques issued in favour of 
third parties arc endorsed and deposited for collection in the partners’ 
personal accounts, it requires a special vigil from the banker and enqumes 
should be made before entertaminp such iransactjons Enqumts should also 
be made when cheques of extra ordinarily big sums have been drawn against 
the firm but in favour of personal accounts A banker cannot set-off debit 
balance of a partner's private account against the credit balance of the 
firm’s accounL However, he can do the vice r^rsa 

JOINT STOCK. COXIPANIES 

In the age of present-day mechanisation and large scale production, the 
role of joint stock companies cannot be overemphasised Several M\Cs 
(Multinational Corporations) bavrog world wide netirori. oftheir operation 
owe their ongm from joint stock compames A company altbcushao asso¬ 
ciation of a ctmiber of lodividualsfor some common purpose, still isquitc 
distinct from that of a firm, society or a dub and eves from the subvnbcrs 
to its capita] 'A Cenpary is em crufiaal person created hr to' /iffrw.g a 
perpetvat succession end a cemmon sea! It has a separate /cgal eniiir quite 
distinct front its members ' The law which governs the incorporaiion of joint 
stock companies in India is known as the Companies Art, 1956. Although 
a company ts a ’person’, but it is ’ariiffciar that is, not rreatet! by nature. It 
cannot lake birth in the natural course. A group of persons might decide to 
form a company. After its incorporation, a Company behaves and acts like 
a person. It can porrhavc property’ aud own it is its own name, it can also 
Tun business and hold a bank account It acts through its Common SeaJ. It 
can ircur liabilities and also make others liable to it. It ts called a joint 
stcek hessvsc Sis‘sscck' or share capital is subsnnbcd by share¬ 

holders, who own the company'jcrintlj'. However, It cannot manage ilsell. 
The direcfors elected by the shareholders manage its actiulin. A company 
has a separate entity and even if a siogle person holds all its shares, the 
person and the company will have leparale entities and the liabilitiK incurred 
by one shall be reckoned separately with the Iiabiblies incurred by the other. 
The tw 0 liabilities cannot be combined and one cannot be held responsible 
for the other. In Salomon vs. Salomon and Co. Lid. (!S9/) ihe pfzinlilT was 
the principal shareholder of the Company He was also holding secured 
debentures off 10,000. On the plea of unsecured creditors of the Company 
to deprive the plaintiff of security smec the Company and the plaintiff bad 
one entity, the Court held that the Company possessed a separate legal entity 
and as such the security for debentures purchased by the plaintiff, kfr. 
Saloman, wns perfectly valid security The Company has a ‘perpetjai 5unr«- 
5 i‘on’. Members may come and members may go but the Company’s existence 
remains undisturbed ft has an unending succession, A Company may 
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continue through centuries and see «everal generations of its members It can 
extinct Itself only according to the provisions of the law Since it takes birth 
by law, It ends by law 

Now a days banks are also incorporated as joint stock companies A 
good portion of a bank s business comes from joint stock companies Sheldon 
says, ‘The Companies constitute a large and important section of a banker s 
customers’ It is therefore m the interest of a banker to entertain joint stock 
companies as customers GeucraJJy speaking companies too cannot do 
without a bank account in fact, a bank account is a must for a company since 
inception The law does not permit them commencement of the business till 
they have not obtained a minimum of subscribed capital from the public and 
this initial subscription so mainlamed in an account with a scheduled Com 
mercial Bank A joint stock company may be either a private limited company 
or a public limited company While opening an account of a joint stock 
company and allowing operations thereon, a banker should take the follow¬ 
ing precautions 

EXAMtNATtOV OF TtlE APPLICATfOM 

The banker should first obtain a formal application from the authorities 
interested in opening of the Company’s bank account A banker should see 
that the application IS duly signed and names and addresses of the directors 
have been given therein It should also bear a reference to the directors 
resolution opening an account The names of direetors/o/Ticcrs of the Com 
pany authorised to operate the Company s accountfs) and their respective 
powers should be clearly mentioned m the resolution 

EXAMINATION OF OTIirR DOCUMrNTS AND CERTIflCATtS 

Since a Company is an artificial person created by law, its objects, area 
of activities and powers could be known from the law through which it has 
come to be established A banker should obtain following documents and 
keep a authenticated copy of each of these documents in the banks record 
after perusing the originals where necessary \khercvcr a banker is doubtful 
about the authenticity of the documents, he should also inspect these docu¬ 
ments filed with the Registrar of Joint Stock Companies of the concerned 
State 

(t) MemoranJum of Assoctauon If is the mam document which embo* 
dies the constitution or charter of a company It defines its relations with 
the outside world and also shows scope of the activities of the Company In 
the famous case/lr/iZ>Hrj Ratha) Carnage arid Co u Richc (1875)LR7HL 
653, Lord Cairns held The memorandum is, as il w ere, the area bey ond which 
the action of the Company cannot go ’ It has an unalterable character Only 
in certain special circumstances, some changes can be affected m it The banker 
should, after perusal collect information from it about the name of the com¬ 
pany, authorised capital and its objectives Any contract entered into by a 
company beyond the objectives mentioned m the memorandum K ultra rlrei 
and hcncc not enforceable on any of the parties An) ultra tires act cannot 
subsequently be ratified by the shareholders of the company even by a 
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unanimous %ote 

(«) 71ie Articles of Aisociation This docun-ent irenliors the rules and 
regulations for the internal management of a CoinraD> Alihnuch outsiders 
are supposed to be know me the internal rules of a Cnirpanj (this 
Doctrine of Indoor Manatetncnl was fir^l enunciated in the Ro\o1 Brimh 
Bank rs (]S06) 6Ei.D‘'t27 2>L;QB tI7\et a hanker should 

get acquainted with the contents of this document because the account will be 
operated by directors or managers of a compans If the olhcials of the Com 
panj do not operate the account within their powers, the bankcr^s liability 
might be enhanced The banker scruiioisc ibis document thoroughly and 
find out 

(o) Powers of the directors in manacingthc affairs of the companv, 

(b) Procedure and limits of the borronings 

(c> Directors’power to borrow money and roortgase assets of the 
company 

(d) Procedure and aulhonO to draw or endorse cheques bills etc on 
behalf of the company 

(ill) Certifaiie of Ineorporaiion A certificate of incorporation is a 
conclusi\e evidence of the fact that all the requiremenis of the Companies 
Act in coonecJioo with formation and regislratioo of the Company bare been 
complied with (^ceiicm idj No Court has any power to annul the incorpor 
ation after such a certificate has been issu^ A bsoker should demand a 
certified copy of tins certificate because without such a certificate no company 
could be considered to hare been constituted properly and if an account is 
opened without such certificate the banker would be in a quandarr He can 
not hold the company responsible for any act because the company as such 
docs not exist at all 

00 Prospectus A prirale company is eniilkd to commcDce business 
just after receir ing a certificate of incorporation It can also exercise borrow 
jjig powers and hence a banker can open accounts of such companies But 
public limited Companies have to extend an laritatiOQ through prospectus to 
the public for subscription of shares ■\\^cre a scheduled bank has been 
asked under Section 60 of the Companies Act, I9a6 to deposit application 
money from the general public, the banker should demand copy of the pros¬ 
pectus before agreeinc to open an account of the company for this purpose 

(;) Cirtijicale of Ccovnereemenl of Business Section I9-t9 of the 
Companies Act, 19^6 requires a public limited company to obtain a certificate 
of commencement of business without which it cannot commence busmens 
and exercise its borrowing powers Without obtaining such certificate or prior 
to obtaining this certificate contracts eolcrcd into by the company become 
sold The banker therefore should demand a certified copy of this certificate 
from the company before opening its account- 

(,/) Board of Directors' Resolution Tie banker should also obtain a 
certified copy of the Board of Directors’ resolution before opening an arcount 
The resolution should have been sicred by the Chairman and countcrsiEoed 

by the Secretary of the Company It should contain the following particulars 
relating to company’s account m the bank. 
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(a) Appointing the bank concerned as a banker of the company 

(f») Names of persons authorised to operate the account, and their 
powers relating to cheques, bills promissory notes, securities, pro¬ 
perties and guarantees by the company 

(c) Names of persons authorised to borrow for the company and other 
details (rate of interest, limit of advances etc ) 

(d) Names of persons authorised to deposit title deeds of the company 
in case of an equitable mortgage 

(m) Balance 5/ieit and Profit and Loss Accmml Where a customer 
company is already functioning, Jhc haiAer should demand a cop) of ils 
recent balance sheet and profit and loss account He should also obtain for 
perusal copies of the previous balance sheets and profit and loss etc published 
by the company This may be necessary for deciding creditworthiness of the 
company concerned 

MAXIMUM NUMBER OF MEMDERSI1||> 

If the applicant is a private limiicd company, a banker should note 
carefully that its membership has not exceeded the limit of 50 (excluding 
members who arc employees or ex employees) 

PRECAUTIONS SUBSEQUENT TO OPENING THE ACCOUNT 

A banker runs no risk if the account is operated withm the funds of the 
customer company but suflicicnt precautions have to be taken where an 
overdraft is to be allowed or a loan is to be granted to the latter The following 
points should be noted by the banker 

I fCnonlec/ge of Bornning Possfrs of the Coi’tpaity A trading company 
has an implied power to borrow. However, restrictions, if any, may be 
specified in the memorandum and articles of association of the company: 

(/) According to Section 292(1) of the Companies Act, 1956 if a com 
pany wants to borrow through issuing debentures or through any 
other method, there should be arcsolution passed to this cfTcci in (he 
meeting of Board of Directors 

(ii) Borrowing powers of a company arc also subject to the provisions of 
Section 293(1) (d) of the companies Act Accordingly, directors of 
a public limited company or a subsidiary thereof cannot borrow 
moneys if the morrejs to 6c borrowed and rnoneyf already borrowed 
exceed the aggregate of the paid up capital of the company and its 
free reserves (reserves not set apart for any specific purposes) While 
computing such borrowings, loans repayable on demand or repayable 
Within a period not exceeding six-monlhs should be excluded These 
restrictions could be done away with by passing a resolution in a 
general meeting of the company. 

Where the borrowing has been done for the purposes otherwise mentioned 
in the Memorandum of Association, the borrowing would be ultra vires, the 
said Memorandum and hence not bmdingon the company An) security given 
for such borrowing would also be ultra sires the Memorandum and hence 
not enforceable on Ihc company A ca<e law is given below for reference 
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Introdaciions Lid «r The National Tmintial BanL {19G9) In this 
case the bank ad\ anctd mone> s lo its customer for a pig feeding project w hrch 
was ahhox3ch a productue'^cheme wasuWra ii/M the objects staled m the 
Memorandum of Association of the Companj U was held bj the Court of 
Appeal that such an object must be related to other objccLs stated m the 
Memorandum but <;irce this was an irrclewnt project, the loan and secuntj 
were not binding on the liquidators cf the Companj It could not become 
\alid e\cn if the shareholders approse it sub<equentlv and unammou'b 

Where the directors secure a loan bexend the powe« gixen to them, 
alihouch the Companj maj be posc-cssme the unlimited powers to borrow, the 
borrowing would be intra xircs the Memorandum of Association but ultra iircs 
the directors > The securities gi\en by directors in this respect would also be 
inopcratixennlessihesharcholder elect to raiifj this act [BaJasarainatj Ltd. 
u A Parameswara Anar (AIR 1957 Madras 122)] 

(i/i) U’herc the harrowing u to be madu through agents, il should be 
seen h> the banker that il is strictly done according lo pron^ions of 
the Articles of the Companj 

2 Oimcrfme a hiisincsi i/iio Pubhe /jmiied Company kVIiere anj 
customer has comerted his business into a puhhc hnnred Compani, ihe 
banker before granting a loan should find out if all tl.e assets base been 
Iramfcrred to (he ncwlv formed company and prenous creditors hate nther 
been paid oIT or they hax c accepted to remain creditors of the new companj 

3 Scevrifx of the Loan If the <eeuiilj offered b> a company against 
loan IS insunicient, the banker sfaould demand personal <.»unt]es of the 
directors 

There should be no prior charge oxer the wuritj/assets anamst which a 
banker is going to grant loan If the Companj has alreadj issued debentures 
charged to such assets the banker xxould lose its claim ox er the secunix 

If the Companj is pledging its own dclyniurcs for taking a loan, the 
banker should ensure that such dcbcoiures tax e been issued in the name of 
the bank itself Such debentures should be charged to the company’s assets 
and no subsequent charge cm Ihc rclaliic assets should be created by Ihe 
company elsewhere 

4 Repilratwn of Charges Section 12S of the Companies Act, 19a6, 
requires that cxcry charge (including a loorb^ce too) ofthc following cate 
goncs should be registered with the Registrar of Companies within 30 dajs of 
Its creation failing xsbieh the charge shall become xoid If a banker has mused 
such registration, anj secuntj conferred on the property of ihe companj 
shall become xoid and the creditorbankershall haxe no claim against such 
Sfcnnty 

(a) a charge for the pmrpose of sccunng anj issue of debentures, 

(^) a charge on uncalled share capital of the companj'; 

(c) a charge on any immoxablc property; 

1 Where directors or manacin" atcnls banow taoney tnihout ihere being amionsa 
tion from the cotnyary and the luonci soboirciwedis used fir the beoeGi of the coflv 
rany the comrany cannot repudiate its habiJii> to rtyv Kruhns R^har^i 

aniexhmex SiaieBiikvflniija’ii ciAera Comp Cases 72:, Patna) 
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(</) afloatingchargeonanybooVdebtsofihe company 
(c) a charge, not being a pledge on any movable property oF the 
company, 

if) a floating charge on the undertaking or any properly of ihccompany 
including a stock in trade 
(g) a charge on calls made but unpaid 
(/i) a charge on a ship or any share m a ship, 

(/) a charge on goodwill on a patent, or ^ licence under a patent, on a 
trade mark or on a copyright or a licence under a copyright 
Thus, a mortgage may be required to be registered ivhilc i pledge docs 
not fall in this category Similarly a charge on movable property should be 
registered but not a pledge of such property A banker should clearly under 
stand the distinction between these two If a particulu transaction could be 
treated both as a pledge as well as a charge the concerned company could 
avoid the registration In a ease h\v Shree Afetmkshl Afills u Registrar of 
Coiiipor/cj (1965) 9 Comp L J 266 if was pleaded by the Registrar that 
since the Company had taken a loan on the basis of its book debts (feed 
deposits), jt should have been registered as n charge Shrec Meenakshi Mills 
on the other hand, contended that since it look loans on the basis of fsed 
deposit receipts, it was a pledge of the movable property and hence did not 
require registration It was held by the court that fixed deposit receipts were 
a movable properly, it did not need registration simply because it could also 
be (rcated a book*debt 

It should be noted that a duly registered subsequent charge will get 
priority over the prior charge which has not been registered so far The rule 
will be in force even if the person in whose favour the subsequent charge is 
created has been in know of the fact of a previous unregistered charge 

failure to register the charge renders the security void against a hquida* 
tor or any creditor of the company, but it docs not mean that the debt also 
becomes void or irr>.covcrabIc Non registration of charge makes the debt 
unsecured only 

Although It IS the duly of the company to get registered the charge but m 
practice lending bankers also arrange registration or ask their solicitors to 
complete the formalities of registration of charge Where a charge has been 
registered under Section J25, any person acquiring such properly or any part 
thereof shall be deemed to have notice of the charge from the date of such 
registration and not from the date of its creation (Section 126) 

5 Ranker's Atl\a>icis ft* Companies on Dcbciiiurcs Companies may 
borrow either from bankers or from public by issuing debentures When a 
Single debenturv is issued for a loan taken front the banker, if may be secured 
by a particular property of the company and the charge can be registered 
upon Section 125 The general practice nmong Companies is to issue a senes 
of debentures for borrowing from the publn. A charge may be created for 
this purpose on the companies fixed or floating assets Section 128 proxides 
an alternatise mode of registration of charge created b> the senes ofdebenturcs 
in favour of holder of that series/«/•/yww Particulars of amovnt secured 
by the series, date of the resolution aulhonsing the issue of senes and desenp* 
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tion of fhe prnperfy charged e{c should be submilted to the Registrar sMthin 
30 dajs of the execution of debentures It should be noted here that indivi¬ 
dual regislraiicn for charge m faxour of each debenture holder is not necessary 
and hence if the procedure of Seetjon I2S has been foJloued. the banter need 
not press for registration of charge in individual names 

6 Rj^ht of Suhrozamn A banker has a right of subrogation against 
the loanee company m case the registration of charge has not been completed 
If the amount of loan has not been utilised by the loanee it can be demanded 
back by the banker Section I25(3> of the Companies Act reads, ‘IVhea a 
charge becomes void under this Section the money secured thereby jhall 
immediately become payable * 

A fixed charge is created on a company’s fixed assets ineludi ng plant and 
machinery or land and buildings etc while a fioaling charge is ahvays created 
on assets nhjch keep on changing throughout the year such as stock in trade, 
work in-progress or book debts Although a floating charge is relatively 
simple. It suffers from several drawbacks First, it is very difficult to evaluate 
the security because of its changing nature m a period of time Secondly, 
any subsequent specific, legal or equitable charge on the same asset may gel 
priority over the prcuous floating charge Thirdly, there is a risk of heavy 
depreciation m the value of such assets till the charge getsa permanent shape 
Finally, af the time of winding up preferential creditors get priority over the 
creditors having a floating charge Keeping all these dements in view, a 
banker should taketlie following additional precautions while creating a float 
mg charge 

(i) The banker should insist on incorporating a clause while registenng 
a floating charge that do future charge on Che same property should 
either gel priority or be pan passu with the bank’s charge 

(ii) The banker should get endorsed a copy of registration of such charge 
cn each debenture 

(i/i) The borrowing company should Sign a memorandum that it would 
deposit the security when demanded by the banker 

(ii) 7be banker should inspect the‘Register of Charges’ vvith the con¬ 
cerned Registrar of Companies to (lod out if any prior charge exists 
on the same assets 

7 Cessation of the Btirriming Puners of the Directors A banker should 
not allow overdrafts to or honour cheques drawn by directors if a resolution 
authorising a winding up of the company has been passed and the banker 
has received such a notice because borrowing pow ers of the directors cease 
from the commencement of the winding up However, the company in a 
general meeting or the liquidator may sanction some borrow mg powers over¬ 
looking Ihe above provisions 

8 Personal Accenmts cf Directors A banker should keep a watch lest 
the company’s accounts be misublised by those whom the company has 
entrusted their operations If the directors are also having their personal 
accounts in the same bank in which Company’s accounts arc kept, the banter 
has to ensure that cheques in favour of the Company are not deposited m the 
personal accounts of Directors The banker’s carelessness on any of these 
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points might make him liable to refund the money to the Company 

9 Loans to Private LvmtedCompanies Bankers should exercise ade- 
quate caution in advancing loans to newly formed private limited companies 
Such companies are often a conversion of a sole trader’s business As, in a 
strict legal sense, a private limited company Im a separate legal entity, a 
sole trader can sell or transit his business to the company on the terms 
and conditions mutually agreed upon between the two Such transforma¬ 
tion if and when done becomes a source to defraud creditors of the sole 
trader When a sole trader is heavily indebted and cannot pay off its credi¬ 
tors, he in order to escape their eyes, converts his business into a private 
limited company so that hts creditors could not proceed against the assets so 
transferred However, if such act is held fraudulent on the petition of any 
of his creditors, the trader is liable to be adjudicated as an insolvent and the 
transfer Will be held an act of insolvency The ofhcial assignee's title will 
commence from the date of first act of bankruptcy on the basis of ‘Doctrine 
of Relation Sack' fn such cases the Official Assignee will be the owner of 
the property so transferred and hence the transaction will become void If 
the banker has advanced any money to private limited companies on the basis 
of assets so transferred, the banker s loan would become unsecured It will 
be in the best interests of bankers to make sufiicieni inquiries if there is any 
iota of doubt 


CO OPERATIVE SOCIETIES 

Co operative Societies ate institutions which are registered under tne 
co-operative Societies Acts of the respective State Governments The rules 
and bye laws of such societies have to be approved by the Registrar of Co 
operative Societies in every State On receiving an application for opening 
the account from a co operative society, (he banker should demand certified 
copies of the following documents 

1 Bye laws of the society or a gist of bye laws concerning the opera 
tion of bank account by the society There should be attested 
either by the Chairman or Secretary of the Society 

2 Resolution of the board of dircclon relating to opening of the 
society s accounl(s) in the bank 

3 Letter of consent from the authoniies from the Stale Department 

Generally co operative societies open accounts m co opentive banks only 

but if the board of directors resolve otherwise, they can open their accounts 
with any other bank After opening the account, the banker should see that 
persons authorised to operate the account of the society do not misutilize 
the funds Cheques, bills etc payable to the sowicty should not be credited 
without sufilcicnt enquiries to the personal accounts of the directors or 
secretary of the society who arc authorised to operate the account 

CLUBS, SCHOOLS AND OTHER INSTITUTIONS 

Some non trading institutions like clubs, schools, colleges, charitable or 
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religious bodies and public libranes too ha\e to maintain an account with 
bank for their financial transactions Such jnstiluiions are set up tvith a 
view to promoting education, entertamment, culture and science These 
institutions’ basic motto is to render service to the society Such instilutions 
may be registered under the Societies Registration Act, 1860 Unregistered 
institutions do not hase legal entity and hence lack capacity to contract They 
can neither sue nor be sued on any disputed matters Although scseral 
persons contribute to the capital of these mstitutions. the management 
remains m the hands of a few (Secretary, Principal, Chairman or Manager 
etc) The banker should observe the folloniog precautions in dealing mth 
the accounts of such institutions — 

1 Registration papers if any should be examined thoroughly 

2 An authenticated copy of the resolution passed by the Managing 
Committee or Bonrd of Directors to open account m a particular 
bank should be obtained 

3 Specimen signatures of the person or persons authorised to operate 
the account should be taken by the banker 

4 The banker should find out the borrowing powers of the institution 
by seeking and studying the certified copy of ibe rules or bye laws of 
the same The managing committee’s resoluliun can also precribc 
nonns for sanction of overdraft to the persons operating the 
account 

i Special care should be taken where persons autlioiised to operate 
accounts of such institutions also have their personal accounts 
Funds of the society or institution should not be allowed for their 
personal use unless specific instructions to tins elfecL have been 
obtained from the managing conuniitee 

6 In case of death or registration of the persons autlinnscd to operate 
the account, the banker should stop the operatioa of the account till 
he receives an attested copy of another resolution from the managing 
committee appointing another person to replace the fonner 

SPECIMEN 

AtXOyWT OPEMNC FORM 


For Clubs, Societies Account No 

and Associations /lof Limited 

STATE BANK OF INDIA 
CimRENT ACrOUfTT 
(Account Opening Form) 

198 

The 

State Bank nflndia 

Copies of Resolutions passed by the (a) of 

the 

at their meeting held on the 


day of 


19 
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(a) Committee or other 
Governing Body 


(b) Tull name and address of 
the Club, Society orAsso 
ciation 


(c) Club, Society or 
Association 


(d) Here insert smallest 
number nllOA'cd to 
sign 


] That the State Bank of India, 
be and hereby appointed Bank¬ 
ers to the (c) who agree 
to comply with the rules of the 
Bank governing current 
accounts 

2 That all cheques on the banking 
account be signed and all bills, 
notes, and other negotiable 
instruments be drawn accepted 
and made on behalf of the (c) 

by 

or any (d) 

or more 

3 That cheques, bills, notes and 
other negotiable instruments 
payable to the (c) 

may be endorsed for the (c) 

by any one or 
more of the persons mentioned 
m Resolution or by the Sec¬ 
retary of the (c) 

for time being 

4 That a copy of these Resolu 
lions signed by the Chairman 
be handed to the Bank, to 
gciher with specimens of the 
necessary signatures 


I certify that the Resolutions of which the above arc copies, were duly 
passed at j meeting ot the held on the 

day of 19 

As^\lTN^SS the signatures of myself as Chairman of the said meeting 
this day of 19 

Chairman 

(countersigned) Secretary 

The following are the signaliires of the pereons mentioned in the above 
Resolutions 


Account opened and signatures 
verified by me 


Branch Manager 
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LOCAL AUTHORITIES 

Local institutions lile municipal boards or pancha>at samities have to 
look afier development needs of the area to which thc> belong Such insiiiu 
tions have to handle large funds collected through local taxes grants contribu 
tions etc Since thej are considered to be the trustees of public monev, the 
banker has to take all such precautions as are required in opening and 
operating Trust areounls 

I Banker should studs the provisions of the special statutes under 
which such institutions have been established The aims and objects 
of functioning of these institutions and their borrowing powers are 
laid down in the respective statutes passed for such institutions 

2. The banker should demand a cop) of the resolution passed b) the 
members of these bodies to open an account and find out the names 
therein of persons authorised to operate the axounU Often Chair 
man Secretary, Sarpanch are authorised to operate accounts 

3 Specimen signatures of the persons authorised to operate the account 
should be taken for the bank s record 

4 A banker has to tale extra cate m respect of local bodies or munia 
pal corporations which also undertake public utility sen ices such as 
electricity supply milksupplj tram or bus senices etc The banker 
should see that funds of one depanment are not transferred to the 
account of another department because ^uch transfen are spe^iall> 
banned by law's enacted for such bodies 

5 It is obligatory on these iDsitiuitonsio seek prior sanction from the 
Central or State Government as ih-case tn3> be fortaLing loans 
from external agencies The banker should demand a copy of such 
sanction before grantings loan 

6 Authorities operating the accounts of these institutions should not 
mix up their dealincs of personal account with that of the mstituiioo 

7 On the death or retirement of the person operating the account the 
banker should obtain a fresh mandate for operation of the account. 
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OPERATION AND CLOSING 
OF BANK ACCOUNTS 


The expansion of banking business highly depends upon the inflow and 
outflow of funds through customers The banker customer relationship starts 
with the opening of a bank account which desclops in several give and take 
deals when operations on the account continue It is the live or running 
accounts which sustain efflcienl functioning of banks Dead or standstill 
accounts can never help any banker While the inflow of funds on several big 
and small accounts Alls up the vaults of banks the outflow on loan 
accounts percolates the bankers’ credit facilities over difTcrcnt belts of the 
society No bank can be called a good bank if it does not mobilise tiny 
savings of the community and does not make funds available timely for the 
growth and development of the national economy The opening of an 
account with a cash deposit gives birth to an important relationship of 
debtor and creditor between the banker and the customer Dut this is not 
all the relationship may change from time to time during the operation of 
the account 

There are three mam types of accounts which have been very common 
with the bankers These arc current account, savings bank account and 
fixed or term deposit account This sequence is important when measured 
in number and if seen from Hie deposit mobilisation point of view the 
reverse sequence is significant Bankers gel their ma^or inflow from fixed 
deposit accounts and manage funds’ outflow through current accounts 
Expansion of banking habit among masses is represented by the number of 
savings bank accounts The Reserve Bank of India reckons two categories of 
accounts on the basis of nature of deposits i e (I) Demand Deposits and 
(2) Time Deposits U here current and savings bank accounts fall in the first 
category, fixed deposits, recurring deposits and cumulative lime dLposils 
ace withm the second category 

The above descnption docs not mean that there is any watertight 
compartment in the type of accounts The present day banking is so dynamic 
that it may adapt and adjust to every need of the society It may op«.n 
accounts for the rich as well as poor for the urban as well as rural and far 
the child as well as for the adult The variety of accounts has increased 
since the nationalisation of 14 major banks in India It is not possible to 
narrate all of them here in this ‘pace It maj require a book size study 
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sep3nte]y DifTtwat h3nJ3ha\e «l6crini<rn{ed diffcreninamesoraaounts. 
alihouch lh«f nature is same or hate jwotxdcd accounls of clifTtrenl np« 
for the bentfil of the public, ^^elna^ lonjljoa brio« a fen types ofacrounts 
besides the common three referred to earlier 
(i) \tava«a 5 -a Nldhi \ojana 
(ij) Mullipurpose Deposit Scheme 
(iiO Student Deposit Scheme 
(ii) Recurnns Deposit Account 
(r) ReiQ\«tment Plan 
(i/) Gnha Laxmi'i ojaoa 
(lit) Jaata Deposit Account 
(tut) Home Sanos Safe Deposit Scfcenie ' 

Ox) CumuJalne Time Deposit Acooittt 
(j) Insurance Jjnked Deposit Scheme 
(ti) Pisrmj Deposit Scheme 
(Jii) Forciim CuTTcncj (bJon resident) Account. 

Wc w ouW li\,e to discuss here the operation of onli three mam tj’pss of 
accounts i e term deposit account, savincs haul account and correat account 
because these accounts sKoificanth influcoce the »7e of busings of a bad 
and no banker can afford an> one of these t>p‘*s lo discontinue 

1 TERM DEPOSIT AOOOUNr 

When some mone\ is deposited for a Caed period of tim\ such deposit ss 
called‘fitted deposit’, tune deposit or‘term deposit and any such account 
IS called fixed deposit account or term deposit account Banhets ^ maximum 
of iheir funds from such tune liabi! ties Bankers offer hicher interest rates 
on such deposits as compared to the rate fiscal for accounts. The 

mam reason for this is that bankers can earn rood profits bj matme lonf* 
term im estments fixim such funds Morcoicr, hankers arc required to keep 
coQjparafnely lesser cash resencs against tunc liabilities. Customers, who 
care mosl for safety of fficir ruods, prefer lo keep (heir taoncs m fixed 
deposit accounts the lon^'cr the term, hipher the rate of interest Thep“nod 
of such deposits should cot be Jess than IS dajs but the maximum can b> 
120 months, in practice, howeser, the loaximuia period alloised by banits is 
60 months as the interest rate aficr 60 montiK does not increase Deposits 
for 14 days or less than that do not attraci any interest Thus deposits can 
be of any duration say 6 or 12 months or 2. 3 4, 5,6 or upto 10 years 
The rate of interest also rancs accoriios io the penod but it ceases to 
increase after a penod of 5 years 

In order to check unhealthy competition among banJs, the Rtsene Bank 
has been reculating inter«t rates on deposits since 1st Aoril 1970 Th’* 
Reserse Bank does sounder the powersconfared upon it by S'Ciioas21 asti 
35 of the Banking Regulation Act, 1949 The Resene Banks has pres 
cnl^ S categoncs of inleres rates on the fixed deposits, as shown Mow 
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tiaii «if Drpmitt 


1 Drj’mJJt Jot 13 iJ jy* Ji) 13«} ly* 

2 {Kfi'fid Air-jo if lyi (0‘‘'tf (Jqyy 

3 Tor VI (I iy< unit«! »>vc I ul Ic« titan <t inonllii 

4 I)i|<o«itt fur (, inoiillit mill nlove I ul loi tliiii V 

5 Drpitilin fur V iiumili* nml nt ovc t ill tli in nno ycnr 

6 Itepotlii for oik )ctir iff’d ntxivo loit k<i (hin ttta yean 

7 Drpo'll^ fur two yc it« it li ul ovr I til kM linn llntc ytim 

H l>c| min for tlitrc yr in onO nt itvo Inil Km iliin live yr in 
9 Orpoilii for live yentx uinl atH>vc* 


Knic «f liilcrcxi p n • 

Miitili' Mitcti* 

I >31 IfHi 

2S 30 

3 0 4 0 

4 0 3 0 

4 3 CO 

5 5 7 0 

7 3 #f« 

R.S VO 

10 0 10 0 

*- no 


' riic Kvfieit Inlcirxi raim winiM npplyr only In fre«li dcpoxlii nnd on rcnewiili of 
miliitlni' ifrpoxitx 

•wef I MitUi ini letwxilct>o«lu of one ycnr nnil alnvo nmltr it'C 1 ofeiRii 
Currency Non UexKlciil Aecouniv Vlxme 4l(Nl() nm1 llie Non Ue»l Icnl (I xlcrinf) 
Kurec Acuninlx Vlieme (Nkl ) vnlUnriy Inlficxt ul llio rale of 2", olove llie rnlci 
pcriiil'ixllile on doincstK ikitotlix orioiiipttal>k iniiuiiiln 
' llciilmiini: Ironi 20 Uclobci IM2 


NOtM 

1 All scliciKilci.1 lniil.3 wiili (Iciiiiml rik) nine Inlnliiiri of Ic3< III in 
Kx 25 m'fC3 cm piy, im llicir tliM-fclum, 1/1 per ccitl more on 
lUpoxiU for k's itun 3 ycirx 

2 Refiwmil Kur4l H mks cun mIm» piy t/2 jicr tcul more un clcpiUiH for 
lcx3 111 in 3 yc.irs 

3 All Uic iSiitU Co ojicriUivc Hmk'i. Cvnirnl Co opcfolivc Ihiikiiinil 
l‘finiary Co opcf.ilivc lliiiki cm piy mklilionit mlcrcsl on llic 
ckpOMts lor lx S3 til til 3 yciira 

(ii) All siuli .sells wliicli ilo iiol fill 111 I/I per cent cilcpory (/>) lielow 
(/>) belli ill Union (crnlonc< iiiul 1/2 j>cr cml Minipnr, Iripurii, 
N ij il inO. Met luilny i .uni Ariiii icli il rr.nlcsli 
(i) Cenlrnl Co opcrnltvc fl inks 1/2 per cent more 
(«/) I’nmiry Co-opculivc IIinks I pci cent moii 
Term deposits nctoiitif/or itc ifly 60 j*cr cent of lotiil deposits In tJic 
1)inking sccior. Deposits nln>\c 1 yens cocistitiuc nc irly 2n per cent of llic 
lulnl lined deposits in llic b inking sector 

Conimcrclnl Innks hive been clissified into 4 cntcporics for l*cllcr 
mimrco’cot of interest r.ilcs on term deposits Ilippcr binks nrc not nilowcJ 
to compete with smaller banks In terms of IntercU rules Ttic following 
clissiliciition Ins been done on the basis of dcnnnd .iiul lime liabilities held 
by Ibc banks: 

I. All bcbcdulcd Indmn banks or foreign banks wbose demand nnil lime 
liabilities nrc Ks 5n ctorcs or abcnc 

2 All such Sclicdulcd Jndiin bmks ssliosc demand end time babdities 
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exettd R^. 25 CTorts bat are Ito than R«. 50 crores. 

3. fVlJ yucb banks >' ho^e demand and lime habibues fall between Rs. 10 
crortsandR^ 2Scror« 

4. AU ^ch banks whose demand and lime liabjiiljes are Jess than 
Rs 10 crores 

Staff members of the bank eoncemed are entitled to be paid interest at 
os'cr the rates allowed to the paMic. 

The rates of interest rtsistd Iasi are effertire from 26 Oclobti 19F2. 
Deposits before this date n ill continue to be coiemed bi the old rates. Thus 
deposits of matunty of Ic^sihan a year fiaie been prosidrd foT tvpes cf 
interest rates. Ibis is for the coDicnience of short tmn depocitors. Accord¬ 
ing to the RBI's direrti>c. banks stipulate at ibe time of acreplance ordfpos'is 
that the rate of mterest payable on deposits would be subject to change 
according to the dircctites that may be issued by ibe RB! from lime to time 
Tims, banks safeguard ihnr inlerrsts and resene the nght to rense the 
interest rates downward or upward on ibe dc 7 x>siisalrr''dy cpotiaejcd How- 
e\Tr, there is no tnslaocc to date «ben the rates base bem resjsed by the 
Reserve Bank or other banks to the detnment of the dqHisilors. 

OPEKIKO AKU OPERXTIOS OF TtRW DEPOStT ACOSCVT 

In order to avnil the facility of a 6xed d^osit account, enstorarrs have to 
acquaint thrmsch'cs with the following p r o c edures: 

1. yfpp/jccJiOfl/orm. ForopeniDganaccounviicdrpp'itorsfcotildfillio 
a prescribed appheatjoa form, n hich js avadaWe from each bank free of charge. 
The depositor should mention therein, hts name, amount to be deposited and 
the pmod of deposit He should also sign it. On receipt of the appheataoa, 
the banker should check it and take two or three specimen rgnanans of the 
depositor and ask hnn to deposit the cmounL 

2. Term Deposit Rfceiprs. In acknowledgement of receipt of the money, 
the bank issues a Term deposit recwpl’, it menUons the period of deposit, 
amount deposited and the rate of mleret payable, it also bears date of 
deposit and maturity date. Tenadepo«rt recerptr issued under Cbmalatire 
Sebeme or Reinv cstment Plan abo bear gross amounts repayable at the end 
of maturity. Term depoat receipt differs from an ordinaiy money reedpt as 
lie former does no: reqiure revenue stamp under the Indian Stamp Act, 
1S93. A specimen of the term deposit receipt js ghea on p. 119. 

Term Deposit receipts are rot transferable. Words *JJOT TRANSFK- 
ABLE’ are insenbed on the recript itself bet even if such words do not appear 
on it, the receipt cannot be treated as transferable. Ko customer can transfer 
it by delivenng it to anyone else. It is not a negotiable insirn- 

ment John P^gd says. The treili is that the deposit receipt itself, whclhs 
it says so on its face or not, is not transTcrable, it ceriainlj not negotiable.’^ 
Hpvcev'er, it can beasrigned by the depositor in favour of someone else, bet 
the notice of assignment should be ^ven to the banL 
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SPCCIMCN OF FIXED DEPOSIT RECEIPT 

S No Due date 

STATE RANK OF BIKANER AND MIPER 
(A Subsidiary of ihe Stale Bank of India 
under Special Statute) 

TERM DEPOSIT RECEIPT 

Rs Branch 

19 

Received from as a deposit repayable 

months after dale with inlerest at the rale of 
per cent per annum 

For STATE BANK OF BICANER AND JAIPUR 

Accountant Branch hfanager 

No 
Entd 


1 Interest will cease at the expiration of months when this 
Receipt must be sent m for payment or renewal endorsed by the 
Depositor No notice will be issued by the Dank 

2 Interest accrued on the deposit svill be pcrmitlcd to be withdrawn 

monthly, quarterly, half yearly, yearly_ 


(Back of the Fixed Deposit Receipt) 

INTERIM INTEREST PAYMENT IP ANY 



1 Fenod for which paid 



payment 

1 Trom 

1 To 

1 

n 

1 

1 



1 

1 



PAYMENT OF INTEREST 

Interest on term deposit is payable only at the maturity of the receipt 
Interest is always payable at the stipulated rale which is mentioned m (he 
receipt itself Interest can be paid monthly, quarterly, half yearly or yearly 
if the depositor requests so, as per directives of the Reserve Bank of India 

Interim payment of interest could be obtained only on the presentation 
of the receipt because the entries of interest pa)ment have to be made m 
the columns provided for this purpose on the back of the receipt If interest 
has not been collected earlier at stipulated intervals, the deposilor should 
demand it alongwith the principal amount, in case the deposit is not required 
to be renewed at the expiry of the period of deposit The banker is neither 
liable to pay interest on its own accord nor will it pay interest over interest 
after the deposit has matured 
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ISTEREST ON 0% CRDUC DEPOSITS 

As oJrendy staled, Ihc banker docs not pay interest on o^e^due 
deposits niat IS interest IS not pajablc for the period between the etpiry 
date ot the deposit and the date on uhich the proceeds of the term deposit 
receipt are claimed by the depositor If a depositor ants to earn interest on 
an o%erdue deposit, he should request the bank about its renewal The 
Rcserte Bank dircctncson rates of interest httx nndc prosisions for payment 
of interest in such cases and the banker has to comply w iih ilicm accordingly 
The follow ingcaselaw is important in this respect — 

Tlic Hindustan Commercial Dank Limited \s Jagtar Singh {AIR 1974 
Punjab & Haryana 203) Jr this case, *A’deposited a sum of money for a 
period of one year With the Bank The deposit was m favour of‘K’ son of 
‘J', ‘K’ died before the date of maturity Consequently. ‘J’ obtained a 
succession certificate from the Court which empowered him to receive pnnci 
pal amount and interest lying in the name of the deceased ‘K’ Meanwhile, 
the depositor 'A* also claimed the money and filed a suit against the bank as 
well as ‘J’ 

The Court issued a tcmporaiy injunction on the Bank and stopped 
payment to ‘J” During the pendency of the suit, ‘J’ submitted an application 
to the Court requesting that either the bank should agree to pay interest 
for the period subsequent to the date nf maturity of the deposit or the 
amount be deposited in the Court for inscjtment m securities TTie Court 
advised the Bank accordingly but the latter did cot take any action After 
hearing all the parties, the Court declared that 'J’ was entitled to recover the 
amount Consequently, the Bank paid to ‘J* principal amount and interest 
on It for one year only 'S' again tiled 3 suit for recovery of interest subse 
quent to maturity The Bank pleaded that after matuniy the fixed deposit 
turned into a demand deposit and hence no interest was payable Also that 
there was no implied agreement between the parties concerned to pay interest 
on the overdue deposit 

The Punjab and Haryaoa High Court supported the views of Ihc Bank 
that after the expiry of the period fixed deposits turned into demand deposits 
and hence they might rot fexh inlcrcsl Honever, it depended upon fto 
intentions, express or implied, of the parties involved as to whether the money 
still reinamed as a fixed deposit or as a foan with the bank. According to 
the facts in this case, the Bank did not deposit the money of the fixed deposit, 
after matuntv, in the Court and it chose to keep the money as a fixed depcsii 
instead It is for this that the Bank stood liable for payment of interest on 
the overdue deposit 

The directives issued by the Reserve Bank on S January 1971, to all 
member banks m India are 

A banker should pay interest on overdue deposits if 
(c) the deposit money has been renewed from the date of maturity, and, 
(b) the rate of interest on Ihc renewed deposit should not exceed the 
appropnatc rate prevalent on the date of maturity 
In case the renewal is proposed for only a portion of the deposit, the 
interest on ov erduc period shouldbepayableon the portion of such amount only. 
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^AYMCNT BCrORB THE DUE DATE 

Bankers nrc not obliged to return the money of fixed deposit before its 
maturity However if the depositor requests so the banker may return the 
money on its discretion The Reserve Bink circular dated I4lh Jan I 975 « 
directs the member banks to repay deposits even before their maturity but 
the calculation of interest should be made in the following manner 

1 Where a deposit was made prior to the 23fd July 1974 the rate of 
interest should at least be 2% below the rate applicable 

(«) in respect of the period prior to that date during that period 
(It) in respect of the period after that date as in force nt present to a 
deposit for the entire period during which the deposit has remained 
with the bank 

2 In any other case for the entire period of the depos t at least 2 per 
cent less than the rate of interest applicable to the period for which the deposit 
has remained with the bank 

In brief we may say that on premature withdrawals interest should be 
below 2 per cent the rate as given in the interest schedule applicable to the 
period or periods during which the deposit has remained with the bank Since 
30 April 19S3 the RDI has announced certain concessions to bank depositors 
as per recommendations of the Rangrijan Committee Report on improving 
deposit mobilisation 

(fl) First m case of premature withdrawn of deposits the penal rate 
of interest to 1 e allowcil would be one percentage point (instead of 
two percent igc point prevailing so far) le«s than il c rate of interest 
applicable for the pcnotl for which the deposit was held 

(b) Secondly tl c inlercst to be paid on premature withdrawal or with 
dnwal under the reinvestment plans would be compound interest 
of the permissible rale instead of simple interest 

(c) Tliirdly tlicrL should be no penalty in the interest allowed if the 
amounts held in daily deposit, recurring deposit or such other 
accounts were transferred to a fxed deposit account 

RENEWAL or DEPOSIT EEIORC rllE IMIT OI ITS MMURITY 

The RBI has also passed dircctivv.s in its above referred circular of 
14 January 1975 regarding renewal of a deposit before the date of its 
maturity Suefi renewals won t t>c consiocrcif as '’premature w tficfrawafs* 
and therefore provisions of penal interest rate (2%) won l be appi cabi'’but 
for this purpose//i n cjor eoinhtioii is Uai thi d pout n I cl! bx tbebatk after 
the daiL of renexx al for a perio t long r lhan the rema n ng period of th- ori-^inat 
contract Due to this provision numerous depositors made premalured with 
drawals of deposits and renewed them in order to avail of the higher inlercst 
rates made effective on 1st October 1979 

CRANTINO A LO\N ON THE SECURITY Or A DEPOSIT RECEIPT 

A banker may grant advances to its customer on the security of term 


• RBI Circular No DBOD No Ihr B C 4 C-347-7J di 14 I 75 
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deposit receipts, if the latter so desires According to the RBI directives 
backs can grant advances upto 75% of the amount against term deposits A 
banker may also grant advance to a Ibird party on the basis of a term 
deposit receipt, if it has been properly assigned 

When an advance is to be granted, the customer should sign over a 
revenue stamp on the back of the term deposit receipt and hand it over to the 
banker But a banker cannot set off the loan amount against a term deposit 
receipt in case the bank goes into li'^uidaiion It is, therefore, suggested 
that before sanctioning a loan, llie bankersliould obtain a Letter of Authority 
for the term deposit receipt so llal the 'right of set off' may be applied in 
case the necessity therefor so arises The following case law is important in 
this respect 

Palai Central Bank ir Cherijan and others. In this case, Mr Cheriyan 
and his friends took a loan on the basis of fixed deposit receipts The 
bank failed before the maturity of the deposits The Liquidator of the Bank 
demanded repayment of the loan from Mr Cheriyan and his friends The 
Liquidator was requested by Mr Cheriyan and his friends that the amount 
of fixed deposits which have not matured be adjusted against the loan amount 
but the Liquidator refused lo do so When the matter was taken to the 
Court, It tsas decided that the loan amount and the amount of fixed deposits 
related to two separate accouois and therefore these could not be setoff 
against each other 

INTEREST ON LOANS AOAtNST TERM DEPOSITS 

The Reserve Dank has issued directives to its member banks in connection 
with the rate of interest chargeable on the loan amounts sancijooed against 
term deposit receipts The present laics arc given below 

1 If a deposit stands in the name of a borrower, the rale of interest 
should be 2% higher than the interest payable lo such depositor 

2 If a deposit is m the name of a person other than the borrower, the 
rate of interest chargeable should be I3J% per annum, which is the 
ceiling rate 

Banks charge 1% extra from borrowers to cover ‘interest lax’ payable 
by the former 

ASSIGNMENT OF TEHM DEPOSIT RECEIPTS 

Altho igh a terra deposit receipt IS not transferable by the owner but it 
can be assigned in favour of any other penon by writing a ‘Letter of Autho- 
nty’ to this effect The bank should be properly informed of such assign* 
ment as it has a right to set off amounts due to it against such deposits before 
paying the amount of deposit to the assignee The notice of assignment 
should be sent to the bank by the assignor as well as the assignee Merc 
signing on the back of terra deposit receipt by the depositor does cot make 
the assignment valid It should be effected by a separate instrument 

DEPOSIT IN JOINT NAMES 

Customers am deposit money in joint names With any of the following 
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provisions • 

(a) When the account is opened by two tndividtuls 

1 noth or us or survivor 

2 Cither of us or survivor 

3 Former or survivor 

4 Latter or survivor 

5 Payable jointly 

{b) When the account is opened by more than two persons, sny three 

individuals 

1 All oT us or survivor 

2 Any two of us or survivor 

3 Any one of us or survivor 

4 ‘A’ only, both of survivors Ml’ .md 'C and hst survivor 

5 'A' only, either or survivors Ml’ and 'C* or hst survivor 

6 'A* only. 11 on i/tmin «/‘A’or J ist survivor 

In order to understand this, we m ly l.ike nn cxnmpic of Mr A and Mr P 
who want to make n fixed deposit jointly At the mitunly the amount will 
be payable to. in (he first choice to both of (hem jointly and if either of them 
dies then to the survivor, in the wo«</choice either to Mr A or Mr n and if 
either of them dies then to the survivor, in the ihlrJ choice, the proceeds 
will be payable to Mr A only and if he dies cirhcr then to Mr jl, in the 
ybiir/h choice to Mr (I ind if Mr It dies then to Mr A, .ind in the lifih case 
to both, Mr A and Mr U jointly and if any of tlicm or both of them die 
then to their respective heirs 

If notliing IS xiipiihicd otherwise, all joint occounis arc p»y.ible jointly 
In ease of either or survivor uccoimis, if premature withdrawal of deposits is 
made, It IS pay-ibfc jointly and hence all the deposMors concerned should 
sign the term deposit receipt However, iificr the deposit becomes due for 
payment, payment will be made by the banker to the depositors in accordance 
with the choice of operation agreed to when the term deposit account was 
opened 

LOSS OF Tlir ICRM nCFOSIT Rrccipr 

If a term deposit receipt has been lost, destroyed, stolen or lorn up, the 
customer should apply for a duplicate receipt stating the reason of such loss 
However, a banker cannot refuse straightway payment of a lost term deposit 
receipt Instead, it should ask the customer to fill in an •indemnity bond’ 

LikW or LIMITATION , 

Generally speaking the Maw of limitation* is applicable to all debts, 
according to this, no legal claim can be cfTected tind no court of hw can 
intervene in the matter of rcahsitionof thcdcbtswhich arc more than 3 years 
old Such debts arc treated to be time barred Hank deposits are general how¬ 
ever, nn exception to this law, they remain immune to this rule till 
interest on the deposits or the accounts arc renewed In ease of fixed deposits, 
the law of limitation applies from the date when actually a demand for 
repayment of such amount has been made If production of term deposit 
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receipt is a pre-condition for the efiecti%e demand, thchrv oflimitaTion would 
apply on production of the rccajL He debt w ould be considered Ijme 
barred after the lap'c of 3 >eais from the dale of such cficctnc demand 

vrrosn Rrctjrr as a svaircr or ‘domtio n'ORns cai^^a* 

Depo>;il receipts jcreralK ste ‘not tiantferable , buta person can transfer 
It in the form of a stiO ^^h>ch'iould be dTecine onjv after the death of the 
donor It is calltd the pnrciple of‘Doratio Mortis Cau<yj' In case of 
Bttriinioiif Bcaimc’ini \s EnhsrL (1502) JusticeBncLlaj ecplainedthe pnoeiple 
of Dorai o Mortis Cauvi as a sm'-ular 'ort of jufl—neither inter moj 
(between Iising persons) nor lc«taincntar\ fxjrtf fffl/sMn-defined it as ‘a 
gifl made in^conifnipbljon of the death of ibc donor, and to laJiC effect only 
in that e\cnt, to be rccotcrablc b> the donor if that esent does not occur, 
and fo be soid if the donee dies before tt occurs * In cas* of Dillon, Duffin 
>5 DuIBn (lS90j it was held that the court can compel the heirs of the 
deceased to help the recipient of the gtfi to pet pawent of the term deposit 
from the bank’ The banLer <houM act carefuJJy in ca^e of term deposit 
receipts donated bj donor in the form of Donatio Mortis Causa 

BANK S LIADILIT^ IN CASC OF TDtM DEFOSIIS 

The banker is liable lo pay ilie atnoum of a term depos tto the depositor 
on Its due date ProdLction of the lens deposit receipt r$ CQ>> a procedural 
matter and a bjoL caooot refuse pasmeoi simply because the receipt is not 
produced b) the customer or it has been as«ifoed to aoj other person or 
somebody else s nsme has been insenbed in the receipt which Untamounts to 
a transfer Since a term deposit rceep* is not transferable, the baaler is 
liable to pay the amounl fo the deposnor lacpiie of inserlms anv other name 
in the receipt. The following ca«e law »s important 

United Commcrcul Baak Licniled ir OLara Gram Bayers Syndicate Ltd 
(AIR 196S Supreme Court IMS) In Ih s the Goiemmenl of undivided 
Punjab used to procure foodgrains through theOlmra Gram Buyers Synd«atc 
TbcSjrd>:rrtcdirpos/!ird a <r,{iT cfjis os Ms/rk /W7 n/fh ikr 

United Commcreial Bark. Ltd. Since the Svndicate was required lo deposit 
such money os a «ecunty for procurement of fooicrams for the Government 
of undivided Punjab, the Syndicole advised the Sank that the F D Receipt 
should be in the name of'Okara Gram Buvers SvndicaTs A/c Distnci Magis¬ 
trate, MoitjjCmeiy ’ As the Caed deposit was repayable on 12 months’ 
notice, a notice lo this effect was unmcdiatclv ^sen The Syndicate lodged 
the F D receipt, after wnlmg accessary endorsements thereon, with the 
D.,slrict Magistrate, Montgomery 

In the mcanwhilB the respondent (Okara Gram Buvers Syndicate) 
miiualed to India because of partmon of the TOunto The Svndisate had to 
leave its entire assets in Pakis’an and started fresh business at Amnisar 
Here it demanded pavmenl of the fixed depos t from the United Comm’rcial 
■Rank Ltd. He Bank refused to pay the amount on two grouuds, first, dufy 


Halsbiny's Loci of England. 



OperaSha and Closing of Bank Accounts 125 

discharged F D receipt by the District Magistrate, Monlgomery was 
required and secondly, as Montegorocry was m Pakistan, the deposit 
amount vested m the Custodian of Evacuee Property in Pakistan 

The Syndicate appealed to the High Court of Punjab for judgment 
The Court held that since the District Magistrate, Montgomery did not have 
dominion over the deposit amount. It be paid to the Syndicate but with an 
indemnity that in case the Bank was required to pay the amount to the 
District Magistrate, Montgomery the amount would be recovered again from 
the Syndicate The Sindicate appealed to the Supreme Court against this 
judgment The Supreme Court held that 

1 The F D receipt was in the name of the Syndicate Merc adding 
up the words‘Account District Magistrate, Montgomery* did not 
change the ownership of the fixed deposit 

2 The F D receipt was non transferable Its delivery to District 
Magistrate did not and could not change the ownership In the 
Bank’s books, the Syndicate nas owner of the F D receipt 

3 Surrender of the F D receipt was only a procedural matter and 
the Bank could not refuse payment to its real owner 

4 There was no contractual or fiduciary relationship between the Bank 
and the District Magistrate and hence there arose no delegation from 
the former to the latter 

GARNISHEE ORDER ON TERM DEPOSITS 

Garnishee Order can be applied on term deposit amounts proaiJed 
such amounts have matured That is if the icm of the deposit is over, the 
banker could retain the amount for the execution of the Garnishee Order If 
the period of term deposit IS >ct continuing tlic banker cannot tale an> 
action on the order If as a precondition it has been stated on the back of 
the term deposit receipt that for taking payment the receipt should be return¬ 
ed to the bank then in such case Garnishee Order cannot be applied to the 
term deposit even if it has matured If a term deposit is held m joint names 
and the Garnishee Order is in a single name then again it can’t be applied 
to the dfcposit In contrast Garnishee Orders in joint names authorise banks 
to withhold deposits in single names 

2 SAVINGS BANK ACCOUNT 

Persons who cannot'afTord to keep their deposits fora long penod 
choose to open savings bank accounts These accounts arc also suitable for 
middle and lower income group people Salaried persons, non traders, small 
traders, and farmers prefer to open savings bank accounts instead of term 
deposit accounts Bankers marage to collect huge funds through millions of 
savings bank accounts Customers with small savings keep the banks hum 
ming with business activities during the business hours, banks also render 
various mini services to these romi savers 

Wh> most people go for savings bank accounts ■» The answer is simple 
Due to the prevailing conditions of insecurity of public life and property, 
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pereocs v.ho earn ihcir bread and butter «jth bard loi] p’tSa to Icsp 
thar tinj saxings instead of krepusg them bidden in bomts. Besidesproviduig 
safety for the saxincs. banks also pa\ interest ca the ininiEura balance of 
each account bclu een the 1 Olh and Iasi ilaj of each month. This process is 
xciy helpful in dexelopmg banking among the mast-sandaLxorrtablrs tv»nV^ 
to better their resources. 

PROCEDURE lO OPEN AM> OPER.1TE SAXtSCS SSNS ACCOINT 

Those x»iho want to oy»cn a laxmirs tanl account shouldSU la a presribsd 
application fonn free!) ax adabic in the concerned bank. The cusiomcr should 
fill in the form propcrlj and Mcn it. he should also be introd jced bx a person 
knorni to the bank Such forms arc almost similer lo proronaa except 
some minor changes Seme banJs use different forms for cheque facility 
and noa-cheque facility ooennats. Most bsnJs c'e snail ferras sub*;rqu£ntly 
addioa a separate sheet for sp*amen siynaturcs ef the customer, but the 
State Bank Group has adopted a detailed proforma which dors not need addi- 
Ijoa of sax funher «beel$ 


spraMES or sptaMcs sicvjxTfM cawi 

KFW BAVk OF IKDU 


ACT-<SL 



An authorised bank officer rfiecLs Ihe application fonn and if all the 
particulars have been furnished b> ibe depositor, he authorises opening of 
account and asks the customer to make the initial deposit in Tb: 

applicant depositor does this ihrousih filling m a pax in slip and paying the 
cash to the cashier concerned. A customer can deposit a mincnuni amount 
of Rs 5 m without cheque book facihty account snd Rs JOCt m cheque hook 
fscilitj account PrenousJy,thenjasinnnn etiliDS in 3 saxini's bank sccooni 
seas Rs-5 la^ the deposit in one jearnot ccceediDS Rs 2 lacs. Huscrilrng 
has in 'tew the fact that the RBI could l«lJrr manape and control tog 
depositors and that the coDWsxions and faaliiK a\-ailaMc to small acenunt- 
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holders may not bemisutilised by the nch and resourceful persons But now 
there is no such limit Immediately after opening the account the depositor is 
provided a pass book and a cheque book, if the account is opened with this 
facility 

SPECIMEN OF ACCOUNT OPENING FOR\r 

Place 

Date 

ACCOUNT OPENING FORM 
• A/cNo 

NEW BANK OF INDIA 

Dear Sirs 

Please open a (•) Account in my name m the books of the Bank 

I apree to comply with and be bound by the Rank $ rules from t me to tune in force, 
for the conduct of such accounts 

Kindly supply me a Pass Rook and a Cheque Book/Fised Deposit Rcceipl/Cash 
CtTlificate 

Voors faithfully 
(Sipialure) 

Name in full Introduced by 

Occupation . 

Address Address 

* Savings Eank/Current/rised Deposit or Cash Cettiticste as the case may be 

After opening of an iccount, the customer should know the method of 
operating the account within the rules and bus stipulated by the bank A 
customer, who has not opted fof cheque book facility, should use printed 
withdrawal forms for withdrasving money from the bank 

SPECIMEN OF A SVITIIORAWAL FOR'l 

STATE BANK OF INDIA 

Account No Ledger Folio No 

Pay SELF or ORDFR Rs 
place to 6e"Drto1 Savings ^arfk XcwwAlko 

Passed for payment 
Branch Manager Depositor 

Scroll Cash 

The withdrawal form should always accompany the pa«s bool otherwise 
the bank would refuse payment Presentation of pass book is not necessary 
when cheques are presented for payment Where a customer cannot present 
himself m the bank and does not base the cheque facility on his account, he 

should send a letter of authority m the followinn proforma Such proforma 


which please 
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is prcsiarf in lit pajs-tcrX sre cm le cerntd ij lit c::^ciT 3 -r ra a plsSs 
pspa-, vbeon’er required. 

STFCntEN Of K UHITOMT^ U, ISTTfT. 

FJate. —_ 

Dslt_ 

To. 

The Br«ic!i Mess'ff 
STATE B J\3CJ: OF EKDJ V. 


SiTTscs Baii A'cNo — __ 

DtuSir^, 

PJt£S5 psy ibe Iwtf ths san el Rs_/Rsptss_ _ 
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Basis bay s restnrrrf lit njii ef ccnrasr to 25 rrjib±sir^s qnsrtir 
or 100 miidrawals persaxua. Tit SBI aUtyr* 50 siiiSrasrals par fcslf- 
j-eai This htm done nnh a ntTr te* lupsig to saaua lit trooca of 
bask dtpcisirs ana fncernjp a hsM of «3T;aK atacoc li? cn<r . caT<L 

Sol only lii'; itrisa^sortoTinperdsy nniarsTrsls. Arc’roaeitassw 
•niildrsw more ihsn ontr in a dry ciffTrt wbta r^ontlh' pmi'^rd i}-lit 
ban!- SiraiTarh. ihs aaoirnl of s •yntiirswal <ioal3 nr' -tvctad Jls. 2500 or 
10 par cent of lie islance soounl in lJ;t amines ascour.t. For •HS'hira'sral tJ' 
iufier aroouni< piior xotSet is requi-td h} sosjt icrls. TH^ rft hzi beta 
bid down lo n^urt that 5ji\c‘3jafsi p-opraaracs of iisi:* nsy aoi bt 
di^ritd and lit}’ eorfd caictaintd ibr rpqinmd Scaid-Tr of ^snds. 

JIrthod of paymrot of intarest sJ<;o discoursK'; Tit -cTtiiawsl of 
amoual. lrlere'3 is p5>’£HtCD lit ninuatan bslaa-s maiaiainsd by tie 
cu'r'oiatr ■btT^eeolOli sad last day of each noali It is lititfora 
beDeSna] for tic cujtoiaEr loTsaicTinidra'Kals.bca'Retn 1*1 and IKi ofeatb 
laooth baJ frequsnrfes art si.hjscl lo Juans rtilts rjcauonsd Ciritr. 

rjsTRjcTJQw ON umr^mNa ^ssovkts 

Allioupi banls ^iolill3-BtlrnraEiniTreaTid TaortdmDmsb-jl in Nn\niJ3 
banl. arrounts somt limits bare brm presanbrd. Tit amonal Id bt dtposu- 
ed sinuld DPI bt less li'a Rs, 5. altioaab at is oot atrcssiiy list rror 
deposit siould be in iniilliplcs of Si t. Tit miniaiern jy rtnertlly P..npss one. 

Alihouii lit ceihn<*s<'''tbe masmraa balsnas sit dtpisits m a year ia 
j, 3 Thiasbacl.s atroants iastr htea-^yilbdra:wa.a jnin-'r can-'t depoW oort 
than Rs. 10.000 in an accocol ia 3 ib own name 

Ssyiniissrcc'nat bold*!? can also dgsosii ch^n» for ccvUtnioa bnt 
cheques bstiej third parry payKscannea ledrpDsntd for coTledinn in-siiah 
accounts. Tie scconol holdcrsinDld bt The cmciaal purct; endorsed cheques 
too cannot be collccicd in arm^s bznl account. 
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PAYMENT OP INTEREST 

Since July 1974, two tier system of interest rates was applicable Higher 
interest was payable to account holders without cheque facility while the 
account holders availing cheque facalrty were allowed lower interest rales 
However, this two tier system was abolished on 1 March 1978 and a single 
interest rate of 4 5% was made applicable The interest rate was further 
amended from 13 September 1979 Savings bank aecount holders now 
receive interest at the rate of 5 per cent per annum The following points are 
worth noting in respect of payment of interest 

1 Interest is credited half yearly, that is entries m (he accounts 
arc made on 30 June and 31 December each year 

2 Interest is calculated on the minimum balance between 10th and last 
day of each month 

3 Interest is calculated on the balance amount grouped nearest to the ten 

4 Since 1 April 1970, no bank allows interest on savings bankaccounts 
which are m the name of trading or business institutions whether such 
institution be a sole proprietorship, partnership or company 

3 CURRENT ACCOUNT 

An account which IS oltov-ed to be operated dumg banking hours, for r/e 
comemence of the customer is called Current Account Withdrawal from 
such accounis—nuenberwise and nmouniwisc—can be made by an account 
holder without previous notice, unlike on deposit accounts Persons who prefer 
security then investment go in for such accounts Current accounts are opened 
and maintained by industrialists businessmen companies, public corporations 
local boards and institutions etc Such customers have numerous dealings 
involving Withdrawals and deposits during a single day Deposits m current 
account arc called demand deposits’ or demand liabilities because a banker 
1 $ liable to repay them as and when the depositors demand them 

PROCEDURE TO OPEN AND OPERATE A CURRENT ACCOUNT 

Once an account IS opened, the relationship between the bank and the 
account holder becomes that of banker and customer It is this relationship 
which throws open several responsibilities upon the banker Before establish 
ing such rchtionship a banker should take adequate precautions He should 
open accounts of genuine and honest persons and also fulfil all the legal 
formalities 

1 Application on the prescribed form No account cm be opened 
unless a person formally applies to a bank in writing to this effect Mere 
telephonic talks or verbal negotiations do not establish banker-customer 
relationship Prescribed forms for this purpose are freely available from 
banks The customer has to fill in his name, business or profession full 
address, his speamen signatures and such other particulars required by the 
bank He also commits to the bank that he has gone through (he rules of 
the bank for current accounts and he would abide by them 

2 /nirorfuetion o/r/if nppfirant or rt/ermevs A person should get lum* 
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self inJroduced to the bank by some respectable person known to the bank or 
byapersonnhoalreadyhasan account in (he same bank or who is from 
amongsl the staff of the same banker of any other bank Here again the 
introduction should be formal one, that is (he person introducing the cusfo 
mer should Mnte and sign in the place prescribed in the application form 
Verbal or telephonic introduction is not acceptable In case, the customer 
has given references of two respectable persons who are not personally picseal 
m the bank, the banker should asl the referees through correspondence about 
the honesty of the customer Banks alnays prefer to get the customer icfro- 
duced right at the time of opening of an account as to avoid subsequent 
inconsistencies 

The tradition of getting introduction is not only lawful but also helpful 
m providing safely to the bank in case of ercess payment to the customer by 
an oversight or realisation of overdraft sanctioned to the eustomer However, 
the need of obtaining introduction is substantiated by the following points 
(i) Sinlulor^ Piolectton Proper introduction of the customer is neces* 
sary, if the hanker wants to avail statutory protection under Section 131 of 
the Negotiable Instruments Act. 18SI Under the said Section where a banker 
collects cheques and drafts etc, in (he mitie of a customer and if later on it 
IS found that the customer had no title or a defective title thereto, the bank js 
not held responsible to Its true owner, provided the banker must have acted 
m good filth ind without negligence While opening accounts banks should 
also act without negligence Banks can escape opening accounts of undesirn 
ble persons by asking (hem for furnishing a proper introducitoo A banker 
should not open accounts itir/i stolen cheeptes Banks therefore always insist on 
cash deposits while opening new accounts A few cases on the subject are 
given below 

In the case of Cadbrokc &. Company vs Todd (/P-t/) /P Cwn Cas 256, 
the plaintiffs, who were book inakcrv, drew a cheque in fav our of Jobson, one 
of their clients, crossing it ‘account payee* and posted it to him It was 
stolen while in transit and the thief, having forged Jobson’s endorsement, 
used it (o open an account with the defendant banker in the name of Jobson 
At his request the banker specially cleared the cheque and on the following 
day be drew the proceeds and disappeared The plaintiffs sued the banker 
(Todd) to recover the proceeds of the cheque and contended that the thief 
was not customer of the bank TheCourt held that the bank was responsible 
for acting negligently while opening the account Justice Bailhacbe. observed 

‘The bank acted negligently, for they did not mike ordinary enquiries 
which ordimry reasonable people acrording to the evidence before me. 
should make in opening on account ’ 

Hcncc the banker was not given any protection and he had to refund 
the amount of the cheque to the original payee 

In Llojds Bank Ltd u E B Saeory & Co {1933) AC 201, two 
clerks of a stock ,broking company stoic bearer cheques of the employer 
These cheques were payable to third parties One clerk was having an 
account m his own name and another clerk was having an account m his 
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wife’s name The cheques were collected by the Lloyds Dank. It was held 
by the Court that the Bank acted neeligenlly since it did not enquire about the 
employer in case of the first clerk and about the occupation of the husband of 
the second clerk’s wife while opening their aorounts 

In the case of MarfanI & Company Ltd »r Midland Dank Ltd, 
(1968) I tVLIi 956, the office manager of Marfani &. Co introduced 
himself (0 a restaurant proprietor and slated before him that he himself uas 
about to set up a restaurant He gave his name as Eliaszade nhile actually a 
person of this name was a creditor of the employer company The so^alled 
Eliasradc the manager opened an account in the Midland Bank and gave 
two names as referees The proprietor of the restraurant nas also one of 
them When enquired by the bank, the proprietor said that he knew 
Eliaszade for sometime who wanted to start a restaurant himself 

The manager drew a cheque for £ 3000 on the Company m favour of 
Eliaszade a creditor of the Marfani & Co and credited it in his own account 
On discovering the fraud, Marfani & Co alleged that the bank had opened 
the account without making sufficient enquiries about the customer The 
second referee did not reply to the bank senquiry The Court held that the 
banker acted prudently and adopted a normal banking practice and therefore 
the Midland Dank could not be charged for negligence 

(«) Safely in cate of tnaJteriani oxeulrofts If a banker inadvertantly 
allows its customer to overdraw the amount or grants an advance without 
proper cover of the security, the banker will be quite safe if the account is 
well introduced and he already knows about the honesty and crcditworihmcss 
of such customer Without introduction, the banker runs a risk of non 
recovery of inadvcriant overdrafts or advances 

(ill) Undischarged tusoUem Proper introduction can save the bank 
from opening account of an undischarged insolvent, because the assets and 
funds of such a person are attachable by a court m payment of debts due by 
him A banker, therefore does not hold any right over the funds deposited 
by such customer Danker might lose the amount of inadvertant overdrafts 
here also 

(/v) Issuance of a cheque book to undesirable persons If a banker opens 
an account without introduction, it IS just possible that a cheque book may 
be issued to an undesirable person, who may defraud the public by drawing 
bogus cheques Thus, introduction saves the bank from difficult situations 
where its public image can be spoiled 

(v) Display of business weakness A banker might be required to 
furnish information about his customer's creditworthiness immediately after 
opening of the account to hii fellow bankers Incase the account is not 
properly introduced the banker might helplessly regret his inability in 
furnishing such information 

(ii) \ enficaiion of minority If the account is properly introduced, it 
may help the banker to ascettam rf his customer is a minor If it is so he 
should restrict his dealings in accordance with the law applicable to minors 
3 Mandate for operation pf account by an agent If the customer has 
Staled m his application that besides him, the account will be operated by 
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an agent, the hanlcr should obtain a sq^te ^-ntten mandate to ibis effect 
from thecustomer Such provision is hdpfalto the customers, nhohappeo 
to be atvus from ibcJr pbre of Iiusiness for one reason or the other or happen 
to be busy in some otheractnmes Aemtomerma} deJegatepouers to other 
persons to operate his account The baoLcr shonM get sudi a mandale 
froin the customer in anting; Mandate to operate atcoast dors »ol mean 
that the agent is aothonsed to tale an otcrdrafi or accept bills m the name 
of the customer For dclccanon ofsuch additional powers «pecificmeabon 
should be made b> the customer in the Tetter of mandate’ 

4 ji^ofurrj While opcnioc an account, Ibe banier tales 

two or three fpecimea sicnaturcs of ihe account bolder on a card and the 
haul manager has to i enfy them The baolet puts this card m a file and 
\\hcne\cr cheques or paj*roeni orders cJ" the caislomer are presented on the 
banl. the concerned hank official shall Cist tallj the signature? from the card 
and then pass them for pajment The account holder loo should be quite 
Cautions m putting bis signatures on the dicqncs. since if ibe> should not dUi 
tnih the specimen signatures recorded hy tbe bank, his eheqae nay he dis¬ 
honoured, iheeonsequences of nhidi he Mould have to suffer on hts oira It 
IS therefore, adnsable that lb: customer should gi\c such specirocu ofhK sig* 
natures as he has been usually signinu Slichtcsi diiTr*ence in bis usual way 
ofatgaaturesrajfbtcostiua ndtsbononrof the cheque. For example Mr 
Prabhu N^rayan Gupta should not ebaoce his siaaaturcs as Prsbhu Narsyan 
hlahesbMan or Prabhu N Gupta or P Naraynn Gupla or Prabhu N G 
Specvmen sicaatures protect the taoXer ftoni any forgery m the cheques 
and It IS therefore iscuoibeQt on bun to exetnse full care is lallyms tbesicea* 
tures of customers on cheques n ith those held on record Hoirev er, in VnietJ 
Banf. of India \s -A T Mi Hussain A Co, tAlR. 19TS Calcutta 169) 
tt nasheWby Justirt Dull, that jfthe fwgoy ofibe Signature in the cheque 
had been so accurate]) done that >1 nas not possible men to a traioed eye to 
detect the forgery, the bank (akiog proper care m lalJying the signatures Ron'l 
be liable for wrong paymsenL 

SPECIMEN OF A SIGNATURE CARD 


Coasutuent a suae Index Kcsilier 



PowM of Attorney 


Speoal iBstiuctions 

Briwi Min'cer 
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LtlTER OF MANDATE TO OPERATE ACCOUNT 

To be Hiliwut any stamps 

The Agent/Manager 
Bank of Madura 

Dear Sir, 

Ref MyjOur Cunent Account with you 
I/Wc hereby request you from lime lo lime to pay and honour all cheques 
which may be drawn by Mr including cheques made out 


Mr on my/our current a/c will be binding on me/us and you 

arc, therefore requested to act on instructions received from him m con 
nection with the said current account 
Mr will also snake, draw endorse and accept or dherwlse 

sign bills of CTc/ia«ge, promissory notes or other negotiable instruments 
and discount the same with your Bank or olhewisc and will also pay 
moneys cheques, notes, drafts orders and all other documents to the 
credit of my/our current account and as and when needful endorse the 
same for me/us and Will also certify the correeincss of the balance of 
my/our current account, and will also acknowledge debt or debts due 
from me/us so as to bind mc/us all and will also receive notices on my/ 
our behalf 

He will also endorse, pledge, deposit, withdraw, sell government and 
other securities, shares, bills of lading, railway receipts and such other 
instruments and open letters of credit on my/our behalf and give, varv 
and revoke instructions regarding my/our account m respect of all 
transactions and acts which he may do and perform, and all such acts 
shall be binding* 

upon the firm and the partners thereof and the heirs, 
executors of any such partners, their succcsson and assigns 
and in the case of dissolution of our partnership, all acts done 
^ the said Mr shall be binding upon the 

firm current accou nt and/or under th is mandate_ 

on me/us and my/our heirs executors and administrators and 
I/wc shall always and at all times allow, ratify and confirm all 
and whslcvcr said Mr shall do in relation to the 

said current account and/or under this mandate 
and each and everyone of us and all other persons claiming from under 
or m trust for us any of us unless notice in writing of such dissolution is 
previously received by you and ue shall always and at all times allow, 

, ... ..J-P.->11 .. .k. J Xf. jJq IQ 

; , ■ ■ ' upon 

■ v • ■ ' ■ ■ vritfcn 

notice of my/our death is given to you 
This mandate shall continue in force until you receive a notice In 
writing from mc/us lo the contrary 

Specimen Signatures Yours faithfully, 

of Mr 

• The H-ord< shove Ihe line ihrtulJ be deleted If the iolh<’f'iy beirne fiveo by an 
ifid vidual or mdiviJualt who are not pjtlners Tie word* below the t i>e *boutd be 
deleted if the auihoriiy it gnen by a Crra 
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5 Opcnmg ihe accoimt On compleiton of the aho^e formalities, the 
ban*.er should ask the customer to deposit a prdimmarj cash amount which 
should not be Jess than Rs IPO, Rs 200 or Rs 5C0 as the case maybe, 
accnrdinft to the rules of the bank The bank should not allow coIJcclion of 
cheques, hills etc , for the preliminary deposit Jt should be strictly m cash 
After tins the bank should allot account number to the account holder and 
make necessary entries m the ciistoTncrs ledger Customers Ledger Head 
must contain the following details — 

1 Full name of the account holder 

2 Full address 

3 Occupation 

4 Particulars of signature recorded including manner of operation of 
the account, when the account is a joint account 

5 Particulars of cheque book issued 

6 Ary other relevant details important for the operation of the 
account 

The bank should also issue a cheque book to Ihe account holder when 
all (he formalities for opening of the account are completed (o his satisfaction 

6 Or^nirop m current eccounts Bankers often allow overdraft 
fbethues to current account holden especially to those in business as they 
often need funds for a short span of lime hile allowing overdraft, the 
banker sliould obtain a 'kuer of set-off' from the customer This wall 
empower the bank to set oB*amount of the ovetdraft against any fbted deposit 
held by the customer in the same bank Similarly it will also facilitate the 
bank to Slop payment of a cheque and set olT the amount m casethecvistomer 
bas become insolvent after draw lOg a cheque on the overdraft amount 

7 Lan of liniitaiion at d current account A current account is always 
current or remains m operation iifl the customer does not like to dKContmue 
rt Therefore, the‘law of limitation’does not apply to current accounts till 
the customer finally demands payment to close the account Thus, if a 
customer does not operate the account for 3 years or more and allows the 
credit balance to remam vn the account, ibtu such credit balance won’t 
lapse because the law of Iimitalioo is not applicable thereto ijoachimsan vs 
Sntss ffanlirig Corporation, J92I) 

If the bank provides overdraft facility m the oormal process and debus 
amount of interest on the daily balance of the current account, then the law 
of limitation (of 3 year>) would apply from the date of last balance left in the 
account However, if the banker bas allowed overdraft through a separate 
loan agreemeni the amount then would first be debited to the customer’s Joan 
account and then credited to his current account, the ‘law of limitation’ m 
this case would apply from the date when the debt Falls due and not from the 
date of its amount having been credited in the current account 

8 Ititerest on the credit balance of current a-vount Banks generally 
do not allow any interest on the credit balance standing in the customer's 
current account. According to the directives of the Reserve Bank of India 
banks cannot pay interest without prior permission of the Reserve Bank of 
India on the deposit amounts of inatunty of 14 days or lesser than that 
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llowevcr, interest is piyablc on the minimum balance maintained by the 
customer cspeci illy m big cities where arrangements arc made to pay cheques 
for substantial amounts The reason as to why banks do not pay interest on 
the credit balances in current accounts is easily understandable Since current 
account holders arc free to draw amounts at any time, banks have to mam 
tain greater liquidity of funds and when they cannot invest such funds else 
where they cannot be expected to pay interest on current account balances 

9 Iiicleicniat charRci If a customer violates the rule of maintaining 
the minimum balance m his current account, he his to pay incidental charges 
Accounts without minimum bahnee become unprofitable and in order to 
avoid losses bankers levy such charges Such charges arc a sort of 
warning and penalty lor the concerned customer However ,»/any customer 
has made it a habit to viohtc these rules, then (he banker might also ask 
him to close his account Hankers generally avoid such unpalatable situations 
and mike the customer understand through persuasion The rates of 
incidental clnrgcs vary from bank to bink. The Stitc Hank group 
charges Rs 5 for first three folio? and thereafter Rs 3 on every folio half 
yearly, in cisc a customer docs not mamtiin the minimum balance of Rs 500 

10 /Ippllcalion of the rule in Cla)lon‘s ease on ciirrcnl account If the 
customer has not staled dearly, while making payment, as to which debt the 
amount is to be utilised, the rule m Chyion’scisc would apply According 
to this rule, first debit amourst would be set off agamst first credit amount 
This rule IS very important m c isc of current awounts which arc overdrawn 
It gives right to the banker to adjust any credit amounts against ilic overdraft 
in the account However, the banks arc advised to take'IcUer of authority* 
to cxcreise right of set off in all eases 

n rrhllciici to current oceowir hoUers Hanks provide to current 
account holders facilities which arc not available on oilier deposit accounts 
Tradcrs/busincssmcn specially prcfcrcurrcnt accounts because of the following 
facilities — 

(/) Third pitiy cheques, bills etc, with proper endorsements arc 
acicptcd for collection and credited to the customer $ account 

(//) Customers can avail ovcrdnfts 

(///) Loans and advances, when sanclioncj by a banker, arc routed 
through the current account of the customer and no direct payment 
IS made to him 

nOOKLCTS FOR CUSTOMERS 

Every customer m provided with three important booklets by his 
banker No customer can operate his account without the aid of these books 
hence he should know how to use them 

PAY IN SLIP COON 

According to the Dictionary of Ranking 'Pa)-in slips arc forms i/ul} 
filial in showing the aniouni of colnr, notes, mis, anJ cheques etc, which are 
paid Into the credit of a nislomer*s accaml ’ Thus, if any customer svants to 
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dq>osit 2 Ti> sums in his account, he should make u'^e of slips Without 
fillmc; in ihe'^e slips, a oustomer cannot get a proof that be has deposited an 
amount in his account Banks acluonledcereceipt of mones etc, throuch 
these slips E\er> slip is dinded into tno pans throuch a Ime of pnforation. 
The smaller part on the left is called conmerfoil and the lonter part on the 
right IS called foil The customer has to fill in dale name of the account 
holder, account number, amount in fiords and ficures. cumber of notes coins 
vilh denominations and his ORU sienaturcs After rrcriMrc ci'h or cheque, 
the cashier or counter clerk puts the date stamp on foil and counterfoil the 
lallcr IS initialled bj an authorised bank officer and pisen to the customer for 
his record The slip retained bv the banker n utilised in mskme cnlnes in 
the bocks Some banl'S u«e separate pa> in slips for cash and cheques The 
counterfoil ts a sort of receipt bv ih“ banl er but it is diflcrent fretn an ordi 
nar> money receipt It does not require ans stamp under the Indian S'amp 
Act Cash or cheques etc as the case mav be can be deposited bs tie 
customer cr ans one else on his behalf and no letter of authontj is required 
for this purpose Trading and business finn«, vhich base to make sn^ral 
deposits e\ ery daj, are proMded bound boots of pay in slips. 



the cheque book 

In order to make niihdrawals from his account, a customer has to draw 
cheques on his banker Banks provide dicqac books contaitung 10, 25 cr 
100 blank leaves to each customer free of charge. Big companies and business 
firms arc alivays provided books containing specialty printed cheque foms 
bearing the names of companies/finns and crossing Iin-s The proformac of 
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cheques for snvinfS account md current account arc similar except the difTcr 
cnee that ‘or bearer words arc inscribed m savings account cheques while 
current account cheques contxin the words or bearer and also or order in 
words Savings account cheques cannot be made ‘order cheques by cutting 
bearer while on the contrary order cheques can be made bearer by 
cancelling the words order Cheque leases for savings and current accounts 
arc issued in difTcrcnt colours Savings account holders have to maintain a 
minimum balance of Rs lOOorRs 200 if they want to get a cheque book 
but in current accounts customers have to lake a cheque book essentially 
and no alternative is possible If minimum balance is not maintained by the 
current account holder he has to piy incidental charges but the cheque book 
facility IS not withdrawn 

Every cheque is divided in two parts through a perfirated line The 
left smaller part is called counicrfoil and the right longer part is called foil 
While foil IS presented in the bank for payment counterfoil is retained by 
the customer for his personal record Dcforc signing a cheque tlie customer 
should duly fill in it d itc of issue amount in words and figures and name of 
the payee etc The proforma of a cheque may differ from bank to bank but 
the particulars therein arc almost similar Ilefore issuing a cheque book the 
banker fills in the customer s account number and his ledger folio number 
All cheques arc numbered Every cheque book also contains a requisition 
form which is placed before two or fhrccchequcs m the end When a cheque 
book nears exhaustion the customer should submit this requisition form duly 
filled m and signed to his banker well in advance to get a new cheque book 


ctirqur s proforma 


Current Account (*0) 


STATC RANK Of nikANCR A JAIPUR 
(Subsld Key of Ihc Stale Rmk of Ind a 
incorporaicd in Ind a under Special Sialu e) 


it'd 
taz 

05 

05 

C7 

n? Pay to 
10 

“§ 

SCO 
05 u. 

05 Bt 
WK 


Customers are advised to keep Iheir cheque books under lock and ke> 
If due to negligence of the customer cheques arc stolen and misused he will 
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have to bear (he rcsponsibihly for such wrong payments The customer 
should use only such cheque forms as have been supplied lo him by the 
branch of Ihc bank where he is maintainrng his account If he uses any 
other cheque form which is not relevant to the particular branch of the bank, 
it will be dishonoured It is, therefore, advisable that if a customer has bank 
accounts m several branches, he should not mix the cheque books lest he 
should issue cheques on irrelevant branch 

IHE PASS HOOK 

This booklet keeps a record of transactions between the customer and 
the bank. According to Paget, ‘TIic proper function of a pass book is to 
constitute a conclusive and unquestionable record of the iransacljons between 
Q banker and the customer and it should be recognised as such ' Thus m 
fact. It IS a copy of the customer’s account m the bank books In more 
advanced countries, bankers send a photostat copy of the account to the 
customer instead of a pass book The pass book is always in a pocket size 
so that the customer docs not feel any invorvcnicncc in carrying it This 
booklet IS called a Pass Book because it 'passes’ or ‘circulates’ periodically 
between the customer and the banker it js nothing but a rcpi/ca of the 
back’s ledger The pass book should be pi-escnted to the bank periodicelly, 
say fortnightly or bi-monthly Certain ban)« prefer to send ‘Stalement of 
Account’ periodically to the customer and therefore they do not issue any 
pass book The purpose of the pass book is io help customer tally amounts 
of deposits and withdrawals, amount of interest debiied, incidental charges, 
commission, service charges and any oilier charges debited by the banker 
Trading and business units prepare a ‘Bank Rcconcjliaiion Statement’ with 
the help of ‘Pass Hook’ or ‘Statement of Account' and tally their balance in 
cash book with that in the pass book 

Almost all the banks issue passbooks Similar m shape and size The 
face page of the pass book bears name of the bank, name and address of the 
account bolder, account number and ledger folio Inside the pass book, (he 
arrangement ofcolurons is such that left and right pages become a single page 
These columns show date of lraDsaclion,paniculars, debit and credit amounts, 
balance and remarks or initials When one pass book fills up, a new one is 
issued by the bank free of charge but m case it is lost or misplaced by the 
customer, the latter has to make a written request for a duplicate pass book 
and pay a fine which is normally Re 1 In the duplicate pass hook, the 
bank does not give full copy of (he aoeouot, it only makes an entry of the 
recent balance appearing in the relative account 

Customers are advised to check the enincs la the pass book, as soon as 
they receive it and any discrepanacs, errors or omissions, if observed, should 
be brought to the notice of the banker for correction Customers are also 
advised to keep the pass books safely If due to any negligence of the 
customer on this account any loss or wrong payment occurs, the banker 
would disown responsibility font Bankers make arrangement to maintain 


»John Paget, Lom of Ban'ciag, 81-82 
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Wcfccy of the book and tbcrcforc if Ibc owner of Uic pus book j* nol 
present person illy, the bink sends ii m a closed envelope through i messenger 
A customer mjy hold his banker responseWe for breach of secrecy if the 
litter Ins allowed persons other than the customer to carry the piss book 
in an open cover and it causes a loss to the former 

The customer himself should not try to make entries in tlic pass book 
All the entries ire m idc by a clerk on the counter of the bank and arc 
initnllcd by a bank ollicial The bank docs not own my responsibility for 
the entries mide by a clerk but not initialled by an authorised oflicnl of the 
bank 


sri riMrN or a tass hook 
STAiriJANKOI INDIA 

IIRANCit 

I'ASS nOOK 

Nime 

Address 

Account No Ledger Polio 


COLUMNS INSmr TIIC TASS POOk 


Date 

Pjrliculars 

1 Amount 

1 tvUhdrawn 

1 Amount 

1 dero'ltrJ 

1 lialance 

Iniiiali 

Its 

P 

R, 

P 

Rs 

P 











U(^al aspects of enfrios hf the pass hook A pass book is supposed to 
contain a true and an authentic record of the customer’s account in the banL 
Should the customer treat it to be the conclusive proof of accuracy of entries 
or should he challenge It ns and when the bank errs in making entries, is a 
topic of debate among lawyers and bankers Let us examine these divergent 
view points here in order to arrive at some conclusion 

Cusfomcr's Put} It is held that it is the customer’s duty to check the 
entries in the piss book and point out if there arc any mistikes therein In 
ease the customer keeps silent it would be concluded that he has given 
consent to the entries in the pass book and, subsequently, be should not ask 





7Ji‘ ta«r tni J^rrtire cf Bniutf i" Sxsia 

for Its nmsion to ths deimctat ofthe banL Jolu: S3^■5 ‘After fnl] 

opportunit) cf ciammaiion on the part of the cuslmcr. zll ratines, si Icart to 
hli debit, ought to be final and not hable to be «nbsequ-nlly rcopm-d. al zmv 
raictoihedetnmemoribebanler** Certain Court-! n ib^ USA and ibe 
UK ha^e also held the saine\aea’« 

In L«tber ManoTactunrs Bash « Aiprpsa, rt tras held by tie 

US Supreme Court that lh*re u-a* a dun on the curtoner to e^mm^the 
entries in the pavs book. In Frtdetjci K. Polls £. Co lac. u Lafayette 
National Bank of Brooklvu it nas held bj an American Court that it was the 
duij of the depositor To examine the batarced pass bo'^l mthm a teasonabl* 
period and to report to the banl an\ diserrp-cc’es in the amouau which he 
might di!Co\cT 

In DeTaynes n Noble (Clailen's aspi 1J7,VS P5. it was 

held by a Court in Enyland that. If a pass b«x«k is delnerrd to a customer 
which he examines and tf there appears anx cnor or omission he bnnjs or 
sends it baek to the bank to be rectifi-d or if not his sil*ccc is regarded as an 
admission that the entries are correct. Paget also adi anted arguaenis on 
the basis of logic contained m this judcocnl 

TJO DUn BUT A WOKT 

Hoties'er, m subsequent judeoents m English sod lodiso Courts 
djserswt Mews baxo been expressed and n has been said that« k not the 
customer's dutj to eiamme a pass booL Notenoniv case law's in this rejanl 
are 

In Holland rr ^lxccbes(er and lJier7>oo) District Bscklirs Co Ltd. 
(fPdJ) lOS, ALR 1147, a customer Mr Hdlaod examined his pass bool and 
round that there tras a credit balance of £«0 I7$h. *^3. On this bass he drew 
a cheque for £ 67 II sh. m faxoarofa fina. ^Tjen this cheque wuspreseated 
for payment, the banker came to tnow its nuxtnie about earlier enines and 
on correction found that the cheque could not be paid so it d I'boaoured it. 
^\^len a suit was filed against the Bank, Lord AlxeitKODC held that although 
the bank xx-as entitled to haxe the wrong entry ultnaateh adjusted, ih= 
plaintiff (HoUandJ was entitled, iinljl the coireilicjn was made, to act upon 
the banl-s statemcni in the pass book. Haxms xo acted and suffered daiaate 
thereby he was entitled to rccoxcr the amount of the damage.* 

In ChattertOQ t 5 London County Bank, 1S50,* Chstterton ■nuis a 
customer of the defendant Bank who had employed a clerk, Noad. It vrzi 
Chatlcrton'spractirelohaxehis passbook &om the bank weekly, and to 
the Items m it, Noad csed to irck the items in it from the ledger 

* Paget, op at., El-£2 

»p H. jacLon.atsB endorsed lie sam* siews m the Atnuil Mceuag of Iii6sn 
Institute of Bankers in 1513 ‘X^here a busmen fm returns th- pass book of li-rtbssk- 
ers with lie eanons items ucked, the benkos should ii*Tibs cctiilcd lo ccmsjdrt liiii as 
;.nmff/flrife\-idencecriIieeon-Bctness of the pan boot: £sy reasonaWJ- tF2s.:2S5j=5aB 
•iroidd agree to this.* „ 

sQjcrlfj-sod Smart, Leadm^cofes /^rofB jiI in’ 

• Thf Afi1/<T, 1 February I ®1, T*®"*, 21 Jaanaiy 3 R91 
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In due course Chatterton discovered that 25 cheques, which had been paid by 
the Pink over a period, Ind been forged, presumably by the said clerk The 
plaintifr chimed that the Bank should refund to him the total amount of 
the cheques as paid 

The jury at the first he inng found inter aha, that'the plaintiff had by 
his conduct conirihutcd to the loss ’ In the new trial Lord Tshcr remarked 
•There is no obligation on the customer to examine his pass book The hank 
cannot put a burden on the customer saying look through the pass book A 
hundred things may happen to prevent him from looking into it. when he 
gets It, what right Ins the banker to infer that he has looked into it ? Custo 
mcr js not bound to look at it Justice Mathew held that the customer oivtd 
no duty to examine the pass book and could not be estopped from claiming 
the amount 

Kcpltlgalb Kuhher Tstates ltd is National Dank of India Ltd (1909) 
3 KB low (1816) I Mir 539, 57} The Secretary of the Company over a 
period of tuo months drew cheques by forging the signatures of two directors 
The defendant bank paid the cheques The n ink contended that had the 
plaintiff Company examined the piss book and cash hook of the Company, 
the frauds could have been delected Tlie negligence on the part of the 
Company estopped it from denying the genuineness of the cheques It was 
held that the plamiilTs were under no duty to organise their business so that 
forgery of cheques could not take place 

Justice Dray said How absurd it svould be to hold that the taking out 
of the pass hook and its return constiiuicd a settled account' Thus oo 
detection of a mistake, the customer has no rftd; but a r/i/ir to request the 
banker for its correction 

The following important points emerge from the above ease laws 

1 Its not the duly of the customer to check the entries in the pass 
book 

2 TIic customer cannot be held reponsibic unless he gives liis written 
consent 

3 It IS the customer’s right to request the banker subsequently for 
correction of the mistakes in the pass hook. 

Pass hooks arc mostly handwritten Only i few big banks take help of 
special machmes to write entries m pass books If pass book is written 
manually, some mistakes arc bound to occur It is just possible that debit 
entries arc shown as credit entries or vice vena In both the eases, mistakes 
occur mvarnbly and miy harm either the hanker or the customer So 
long as good relations exist between the banker and customer, disputes may 
be settled amicably but things gel complicated only when they do not have 
mutual confidence 

cnrcTS OF wrono rvTRirs in favour or the customer 

The passbook is such a document on which a customer is supposed to 
rely If due to wrong entries of duplication of entries or crediting the 
amount, which should have been debited or giving excess credit to the account 
than the actual amount or not debiting the amount, which should have been 
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debited m the account, the pass book shows higher credit balance than the 
actual one, the customer gets a favonrable treatment by the law In Akrokern 
{Atlantic) Afinas Ijil \j frojiminc Bank (1904) 2 KB 465, 73 L J K B 742, 
Justice Dighara, held that ‘the pass book belongs to the customer and the 
entries made in it by the bank are statement on which the customer is 
entitled to act’ It means if the pnss book shows a favourable balance, the 
customer IS entitled to take advantage of It and ihe bank cannot avail‘law 
ofestoppel’ by making subsequent corrections The following case laws 
provide important guidelines in this respect 

1 A customer can depend upon the entries recorded in Ihe pass book 
because the banker himself has made such cotnes If the pass book shows 
credit entries for which the customer is not entitled and the customer does not 
doubt It and takes ii to be true with full confidence and spends it, then the 
banker is not allowed subsequently to recover such excess amounts from the 
customer This rule is all the more important where the account holder is 
from a low income group and he spends most of his income regularly 

Skyring i.t Greenwood and Cox {1S2S) 4 B & C 281, 6 Dan & J?; KB 
401 Tins case is universally accepted till today The plaintiff was the 
manager of estate of Major Skyring and the defendants were paymasters of 
the Royal Artillery In error, over a period of 5 years, the defendants had 
credited Major Greenwood with pay in excess of sums authorised Without 
heeding the excess payment. Major Greenwood continued to spend the money 
la 1821 the dcfcndanls wrote claiming repayment of the excess Major 
Skyring died m December, 1822, and (he defendants rendered a statement to 
the plaictiiTs showing the excess pay as a dcbil agnmst the balance Chief 
Justice Abbot, in giving judgment for the plaintiff, held that 

(0 One should not be led to suppose that Ihe annual incomewas greater 
than what it had really been 

(ii} Once the excess amounts having been created m the pass book and 
the appellant having been allowed to draw, this could not be recover¬ 
ed from his agent 

2 If a banker informs the customer well before his spending Ihe amount 
that such credit entry has been wrongly made in his account, the former 
can debit Ihc amount to the latter's account Ranks in India have obtained 
greater proleclion in this respect in comparison to their foreign counterparts 
because cf the mildness shown in different case laws by the Indian courts 

Mawji IS The National Bank of India, 1901 In this case, the banker 
accepted a cheque for collection and issued a formal receipt to the customer 
However, the banker passed a credit entry for this amount, without having 
collected the cheque, m the customers account Meanwhile the 
cheque under collection was dishonoured The banker sought an eitoppel on 
this account against the customer It was held by the Court lhat if the 
customer relying upon the slalement m the pass book changed his position 
by withdrawing the money the bank could not seek an cstopp'l 

3 If a customer maintains his aaount books regularly and the bank 
also sends him either a pass book or a statement in lieu of pass book 

regularly then a constructive notice of misUke and its subsequent correction 
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by the bank is supposed to have been obtained by the customer and therefore 
the latter cannot escape his obligation to check the pass book simply because 
of his Ignorance He cannot get any protection on this account 

Oakley Bonilcn and Co vs The Indian Bank Limited (/f/R 1964 Mad 202) 
In this case, Oakley Bowden &. Co had a current account in the Madras 
Office of the Indian Dank Ltd This firm had dealings with two of its custo¬ 
mers at Guntur There was such an arrangement between these customers 
and the firm that the amounts payable to the latter were to be deposited m 
Guntur branch of the Indian Bank by the former The Guntur branch of the 
Bank used to send credit adv ccs to ils Head Office who in turn credited the 


current account of the firm 

In 1952 Guntur branch of the Bank received two deposits in the name 
of the firm Each of these credits was advised to the Head OfTce through 
telegram and Head Office credited the firm s account accordingly However 
Guntur brunch UEum repented the cred.l advices by post as it had been 
usuuUy do,us previously The Head Oir,ce of the Indian Bunk also did not 
realise this misttke and asam credited the account of the firm on the basis of 
two advices reee.ved by post This m,stale came to the Baal noliec 
as late as m 1954 but in the meanwhile the customer firm had settled its 
account finally w.th the customers ,n Guntur on the 

Mind hv the Bank When the Bank wanted to recover the amount of excess 
“edds M , oSy Bowden and Co ohjeeted andasui.was nirdm.he Court 
so ns to ohtam an order of esloppelasainsl the banl elaimins that the two 
credit entries were duplicate entries customer 

firm h^d 

made and intimates to its customer nnsiiion to his prejudice, the 

upon the intimation of credit entries a c P .u., .i,-, credit entries were 

bLk therefore will be estopped from “',"t rrfunded to 

wrongly made arid that the amounts coverc^^^ 

by the eustomer ^^^^h .no customers could have 

scrutinised the periodic statements sen y c,nce the firm was 

detected the dopliea.ion of rstoppel against the 

negligent in scrutinising the nccoums 

A bank has a neli. to mform the .I,;;! 

errors and omissions The customer s ou . j ppsuch mtima 

of the revised balance of the account su seque ^ cheque so drawn 

tion, if he docs so the banker is entitle o i .,q,->2KB92 iiwashclJ 

In Bril,si, and North Buropian Bank ir ZuMrem tl - J unless 

that mere book entries by the bank won t ^ former The 

the change was officially communicated ® ^ . customer before 

bank should not dishonour any cheques drawn by 
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receiving intimation of such change 

EFFECTS OF WBONO ENTRIES IN FAVOUR OF THE BUNK 

\Vlien a banker has made some errors or omissions m such a way (excess 
debiting or undue debiting l^e custoc^r’s account or omitting a credit 
entry or undercrediting the customer s account) that the oetcfTcct of it is m 
favour of the banker or is against the interests of the customer, the former is 
not allowed to take benefit of such situations which are prejudicial to the 
interest of the latter The following points ate noteworthy 

1 The customer is entitled to get the mistakes corrected as soon as he 
comes to know that mistakes have occurred which are to bis detriment but are 
advantageous to the banker 

This right of the customer does not lapse even when the banker has sent 
the pass book to the customer and the customer has also rclurned the same 
to the bank without raising any objection Customer’s silence docs not mean 
that be agrees with the entries shown in the pass booL He is not bound to 
examine the pass book, as regularly as the pass book, moves between him and 
the banker He can claun and recover the amount of any mistake which he 
detects even subsequently 

In order to avoid the above situation and protect (heir interest, 
banks often enclose a confirmation slip aloogwiib the pass book. The 
customer is advised (o check the pass book and sign the confirmation slip m 
which he gives his consent about ibe correctness of the pass book AAer 
giving this consent, the customer s right for demanding subsequent corrections 
in the pass book is over However a customer is not legally bound 
to sign the confirmation slip Even if be signs, he should first thoroughly 
examine (he pass book and then sign In Essa Jsmail vs Indian Bank Ltd 
(1983), the Kerala High Court obsened ihat ‘ihe customer is not precluded 
from queslioiung the debit entries id a pass book; he will be bound by the 
debits made, when confirmation slips are seat to and signed by him ' Bankers 
may enclose a confirmation slip, os per specimen given below, with the pass 
book of each current account holder 

SPECIMEN OF CONRRIUTIOS SLIP 

THE MODEL BANK OF INDIA LTD 


{ LciJger Folio ~ | 

IjVVe coadrm that Ibc baUsce of my/our cunent accouDt on the J9 

was Rs (Rupees ) 

due to me/us by the BsuL, av sbowo la yoot statemCDt of account oa that date 

Sigcature(s) 

Address 

19 


Please return this form duly signed and notify any change of address 
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2 The right of customer to get the entries corrected is limited by the 
following conditions 

(i) Customer acts m such a manoerthat it renders the entries m the pass 
book a settled account 

(it) The customer was negligent to the entries m the pass book 

(/») The position of the banker has changed to its own disadvantage 

If these conditions are present, the customer is not allowed to claim 
correction of mistakes subsequently or he IS not entitled to dispute accuracy 
of the entries in the pass book 

Greennaod IS Martin s Bank (/9i3) y4C 5/ In this case, the plainlilT had 
an account with the defendant bank His wife kept the piss book and cheque 
book, and ga\e him cheques as and when he required them In October 
1929, he asked her for a cheque saying that he wished to draw £ 20 She 
thereupon told him that there was no money m the bank, as she had drawn it 
all out to help her Sister m legal proceedings in which she was involved as 
soon as she won she would return the money The wife had infact forced 
her husband's signatures on cheques over a period Upon repeated requests 
of the Wife, the husband did not notify ibe bank about the frauds 

However, the wife jet continued to draw money on forged signatures 
Eight months liter when Mr Greenwood came to know that the talk of 
his wife’s sister was f ilse, he clearly told the wife to notify frauds to the bank 
where upon she committed suicide Afierward>, Mr Greenwood filed a suit 
against the bank for the amounts paid on forged signatures In the Court 
of appeal Lord Justice Scrutton said that there was i corresponding duty on 
the customer* to inform the banker about forged cheques The customer was 
guilty of negligence 

Caaara Bank irCaiara Tales Corporation and Others (1974), Coni cases, 
6 In this case, the Corporation had an account wiih the Canan Bank The 
Chief Accounts Ofllcer of (lie Corporation forged signatures of the Managing 
Director on -12 cheques between the period l9o7-61 The cheques were made 
payable to the Accounts OfTiccr himself The Corporation did not know 
at all about the frauds It was only m late 1961 that this fict came to the 
Corporation’s notice The Cdrporalion demanded res ersal of debit entries 
made on account of the forged cheques Taking the matter to the Court, the 
Canara Bank pleaded that since the Corporation was guilty of negligence, it 
could not recover the amount from the Bank 

The Mjsorc High Court held that there was no duty on the part of the 
customer to examine his pass book and to report to the Bank that payment 
had been made on forged cheques The silence or omission to speak tlid not 
pto\e a ne^h^ence on the part of the Corporation The Corporation itself did not 
know this fraud till 1961 and hence the question of disclosing it to the Bank 
did not arise The Court further held that mere sending the pass book to the 
customer regularly and the customer not pointing out irrcgubniics there mio 
the Bank did not amount to ‘Settlement of Accounts* (The customer did not 
sign any confirmation slips therefor) In the light of these facts, the Corpora* 


' Chofl'y anJSmart op elr,tMi7 
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tion had every nght fo recover the amoiiiiJs nf forged cheques from the Bank- 

If a customer has signed a conGrmaiion slip, it won’t apply to payment 
of cheques which bear forged signatures of the customer In other words 
signing of conlinralion slips Won’t debar llie customer from recovering the 
amnunls of forged cheques, which the customer himself did not Ijiow, while 
signing such slips 

Allahabad Bank Ltd u Knl Bhashan and Others /P7J Pu/r J7/) In 
this case, a customer had a current account in the Allahabad Bank. The 
customer had signed confirmation slips sent by the Bank during the year, 
1950 which meant that his account was alinght However, in February 1951, 
the customer came to know after examining its statement of account that 
three cheques with forged signatures were paid during December 1950 Hence 
he demanded that these amounts should not be debited to his account which 
the Bank flatly refused The customer filed a suit against the Bank for the 
alleged forgery of cheques in winch two clerks of the Bank and two other 
persons were involved The Bank pleaded that since the customer had 
cenfirmed earlier ihe credit balances standing in his account on 30 June, and 
31 December 1950, respectively, the customer’s claim of forged cheques was 
null and void Thereupon the Court held that as soon as the customer 
came In know thefact nf foigcty, he lodged a F I R with the police and info'* 
med the Bank about his disagreement on items of such payments the confir 
mation letters sent bj the customer earlier were thus of no significance The 
customer was not guilty of negligence and the Bank should compensate bim 
for such wrong payments 

3 Vtcariattg I/abilit) of ihe bank in relation to pass book If a bank 
employee makes w rong or fraudulent entries lo a pass book, which are to the 
detriment of the customer, the bani will he held liable for such entries and it 
will have to compensate Ihe loss caused ibereby Id the cuslonier But such 
action should have been done by the bank employee during the course of his 
employment If the bank employee has done any thing outside the banking 
hours, the bank won’t be liable for the pass book entnes This is called 
the principle of vicarious liability illustrated lo the following case 

Stwtft Bwwk of In4va \s Swt ShyamaDovi (AIR 1978, SC 3265-i27J> 
In'this case, Smt Shjama Devi was a client ofthe State Bank of India The 
client and her husband gave several cheques to a clerk, Shn K. D ShuLla, in 
order lo deposit them m the account of Smt SbyamaDevi Sbukla was an 
employee of the Bank. The employee cashed the cheques and misappro- 
pnated the aoiount by makiog false and fictitious entnes m the pass book of 
the client 

The Allahabad High Court held that since the entries m the pass book 
were made by Shn Shukla, an eniplc^ec of the Bank, the Bank bore a 
vicarious liability to pay Rs 7,000 plus interest of Rs 4,000 

On an appeal by the Bank, Ihe Supreme Court held that the appealant 
Bank was not liable to make good the loss of Rs 7,000 and interest thereon 
(Rs 4000 ) caused to the respondent by the act of Shn K D Shukto, an 
employee of the Baok, because the latter was acting as an agent of the plaintiff 
and not within the scope of his employment w ith the Bank. 



Operation end Clo^ng of Bank Aceouni 147 


PRECAUTIONS REGARDINQ THE PASS BOOK 

If the banicr and the customer are quite cautious about the recording of 
their dealings, no misunderstanding and/or dispute is likely to arise between 
the two The following points should be noted carefully 

1 The customer should send his pass booj^ regularly to the banker and 
when he gets it back, he should examine It thoroughly and carefully If the 
presentation of pass book regularly is not possible then it should be presented 
at irregular short intervals Where the customer is pot able to present the 
pass book at all the bank should take an initiative in this respect and a 
photostat copy or statement of account should be sent to the customer 

2 The customer should tally the entries in the pass book with those in 
his own account books If he has not been maintaining any account books 
he should tally the entries by the counterfoils of pay in slips and cheques 
if no systematic record is available with him. he should try to recollect 
the dealings with the bank done m the recent past 

3 When the pass book is received backfrom the bank, it should be seen 
that each balance entry has been signed by an authorised ofiicial The olhcial 
should cot sign It merely as a formality but should take proper cue m vcri 
f>ing the date, particulars, amount and the balance figurvs As a precaution 
to any possible errors or omissions banks often quote a rule in the pa<s book 
to be followed by customers for their own benefit and safeguarding mutual 
interests For example. Rule No 13 of the pass book of the State Bank 
of India reads as follows 

When the pass book is returned duly completed the depositor should 
examine the entries carefully and draw the Bank s attention to any errors 
or omissions that might be discovered The Bank will not be responsible 
for any entries in the pass book not authenticated under the initials of its 
authorised ofheials * 

Similarly, the Bank of Daroda Current Account Rule No IS contains a 
caution for customers in the foliowing words 

•The entries should be carefully examined by the constituent and if any 
errors or omissions are discovered the attention of the Dank must be 
drawn to them immediately The Dank vvdl not be responsible for any 
loss arising from neglect of this precaution ’ 

Thus, banks manage to throw some of the responsibilities, regarding 
entries in the pass book, on the shoulders of the customcn Quotation of 
such rule becomes part of the initial contract between the banker and 
customer, and if there IS a breach on the part of the latter, the formi.r can 
escape the liability 

4 While returning the pass book, the banker should see that its secrecy 
1 $ maintained It should be personally handed over to the customer and ifhc 
is nol present m the bank, It should be duly packed in an envelope and be 
delivered through some messenger Simultaneously a customer is also 
required to maintain the secrecy at bis own end Rule No 14 of the State 
Bank of Bikaner and Jaipur pass book reads 

‘Depositors must also be careful to keep their pass books m place of 
safety, as the Bank will not be responsible for any loss or incorrect 
pajment contributed to by the neglect of a depositor Every change of 
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address should be imtncdnicly intimated to the Bark and the pass-book 

forwarded for the necessary correction to be made ’ 

Thus, the banker and the coslomer both should take proper care about 
the entries in the pass book The degree of care is not limited to the points 
narrated above, it may go to any extent depending upon the type of the 
account and (he circumstances under which it is operated 

CLOSING OF THE BANK. ACCOUNT 

The relationship between the banker and the customer is established by 
the mutual agreement to open and operate an account This relationship may 
be tcrmimfed at any time by closing the account by either party There are 
some legal obligations when the account is to be closed irrespective of 
the fact whether any one of the parties or both of them are reluctant to such 
closure All such circumstances, which necessitate closure of the account, 
are mentioned below 

1 Termination of a account on customer's nonce A customer may 
direct his banker to close his account This direction may be (i) express or 
(if) implied It IS express when a customer conveys hts instructions in 
writing or verbally or (elephonically However, verba! inslrucfions should also 
be confirmed m writing so that m case of need a proof could be produced in 
the court Direction to dose the account can be hmpheW when the customer 
draws the entire credit balance from his account but, ns n precaution, the 
banker should obtain confirmation from the customer, before making payment 
of the balance amount, that this step of the customer would amount to closure 
of the account Tins is essentia! because sometimes the customer withdraws 
the entire balance and the banker’s warning may make the customer to give 
a second thought before closing the account 

A customer may offer to close Ills iicrount, if he changes liis place of 
business, or shifts his residence from one place to another place, or the pur¬ 
pose for which he had opened the account, c g , financing of higher education 
of his children or meeting out his daughter's tvedding expenses, is fulfilled 
LegaU), a aistomcr Is not bound to gn e notice to the banker of his intention to 
close the account However, it is out of courtesy that a customer advises 
the banker in writing of his decision to close the account He is also 
not obliged to give reason as to why he is closing the account, but bankers 
generally manage to ask their customers verb-illy the reason for closing the 
account If he says that he is not satisfied by the bank’s services, it may 
probably provide an opportunity to the bank to improve its services It all 
depends upon the frankness of the customer and reccptiveness of the banker 
While paying up the last balance, the banker should see that no other dues 
are left outstanding against the customer Bankers often supply printed 
forms to the customers who intend to close their accounts The specimen of 
the form used by the State Bank of India for the purpose is given on 
p 149 

2 Termination of account on banker's notice A banker may like to 
take an initiative to close the account of a customer because of certain 
circumstances Although it is not a pleasant duty, because the bankers always 
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SPECIMEN or ACCOUNT CLOSING FORM 
STATE DANK OF INDIA 
ACCOUNT CLOSINO FORM 

SB/RD Account No 

PIcTsc pay self or bearer 
(Rupees 

balance in tny/our Savings Bank/Kccurnng Deposit Account No 
Balance Rs 
Interest Rs 
Total Rs 

Passed for payment 

Branch Manager Dcpositor(s) 

like to increase their business ycl they have to perform it to protect their own 
interests Certain customers act m a manner detrimental to the bank's 
prestige or ere tie nuisance or cause inconvenience to the bank m its day to 
day working or in their dealings act prejudicially rgamsi the bank's interests 
Some such circumstances which may prompt a bank to remove an unwanted 
account from its books arc 

(0 Where a customer is habitual to draw cheques against insufTicient 
funds 

(//) Where a customer frequently countermands payment of his cheques 
(ill) Where the cheques and bills brought by the customer for collection 
nrc often dishonoured 

(fii) Where the customer is guilty of making forgery on cheques and 
hills 

(v) Where the customer always defaults m making payment of his debts 
to the bank 

Non profitnbdity is not the major reason of closing an account because 
nny account which is not profitable to day may prove profitable m the 
coming years As a matter of fact banks never calculate account wise 
profitability It is the branch manager, who bases his view on the customer's 
past dealings with the bank and lakes a decision to close acustomers account 
Deforc closing an account, a banker should give a proper notice to the 
customer because the latter may have to make alternate arrangements for 
opening a new bank account elsewhere and he may have to inform all other 
parties of such change All this demands time Closing an account without 
notice might cost 9 bank much It is just possible that some cheques drawn 
by the customer arc dishonoured by the bank and the former may demand 
compensation therefor \\ hat is a proper notice depends upon the level of 
business dealings handled by the customer and the circumstances prevalent 
at the material time In ease of a non trading customer, a seven-day notice 
iniy suffice but for a customer who is residing abroad or is involved in 
business spread over several countries, may require a longer notice, say, of 60 
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to 90 da>s, as the case ma> be According lo Dr H L Hart, ‘a banker 
Ofdtnanh smH not be justified in closiQganacrount and dishonouring cheque 
drawn against It Milhout juing tea^naMe notice The notice must be suffi¬ 
cient 10 enable the customer, basing regard to outstanding cheques or bills, 
to make ■iuch arrangements as vnH obsiate injury to his credit' 

Champion Autoniubllr Llfnitrd »j Madras aud Traraiirore JvatlmsJ B»nL 
Ltd {^AIR 19}8 Mad 77) Justice Leach and Justice Varadachartar held in 
this ca'c that it would not onlj be »nlat\ful but would he against comman 
tr’dilicns too to gi\c a right to the banker to close an account without any 
notice to the depositor while on ihccontrary acustomcr could close his account 
Without anv such notice 

Pfosperitr Ltd u Llotds Bsnk Ltd tl922) 29 TLK ^7^ Jn this case, 
M's Pfcispcfitj Ltd , incorporated in 1922, with the object of setting on foot 
a'Snow^atf insurance'cheme, opened an account m Januars !®22. at the 
Victoria Street branch of Lloyds Bank Immediately aflcr that it deposited 
inoneN under the insurance scheme The branch maDaper of the Bank had 
agreed Jo receive applications from sub'enbers and to allot the funds in 
accordance with the Company $ rules However, press crmcisois of the 
scheme wine to the notice of some senior officials of the BanL who decided 
that U was undesirable for the Bank to be associated with the project. 
Accordingli on the 14ih Februan, 1925, when there was a credit hahcee of 
some £ 7,000 in the account, a Jeller was sent from the head office of lie 
defendant Bank irtforming the plaintt/Ts that after JJih March 1923, they 
wou'd cease to act as hankers to the Cempanj The plainttffs brought an 
action agimsi the Bank sacking from the court 

(n) a declaration that the Bank was not entitled to close the account 
without reasonable notice, and 

(h) an lajunction reslraminc the Dank from cjrsinc the account 
Justice McCardic held that a banker most giuc reasonable notice to elo^e 
the account*, a month's notice was not adequate m the cucumsiaoces and 
that an injjnclion was not an appropnatc remedy 

Ln cn after reccivang a ‘reasonable notice' from the bank, if a customer 
does not return his unused cheque forms (and ibe pass book if any) and does 
not withdraw hts balance la the aceouni, the banker should take the fellotrirg 
steps • 

(r) the banker should keep on paving the customer’s cheques fill lie 
balancx IS not completely exhausted, and should not accept fresh 
deposits in the account, or 

(ii) if jhc customer deliberately avoids to dram cheques cn his account, 
th; banker hiinsclf should iiU up a blank cheque and send it to the 
customer for his signatures, and 

(ill) if the customer still does not pay altention, the banktr should 
underline the customer’s account with red ink and wnte in Hock 
letters Mreotuf CIosciT The credit balance standing in the cuslomcr 
should be transferred to an Unviamed Jkrposn Jn-oant 

pi’ikp A Gheetbrani, Otim ui Banking Utv, Xlacdonald S. Ev-ans, 7-S 
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3 Terminal ion of account on customers death As soon as n 
banker receives an intiimtion of a Customer s death, lie should immediately 
stop payments on the account and put a red line under the balance with the 
remarks ‘Account holder reported dead no payment to he made hereafter 
This IS essential so tli it the banker docs not pay the credit balance due to an 
oversight or inadvertence Intimation of death may be in writing or otherwise 
but n banker should be quite sure about the news However, the former is 
preferable in the interest of the bank 

Cheques written before the death of the customer should not be paid 
after receipt of the intimation of death The credit balance can be paid to 
the heir of the deceased on production of ‘terrer of Probate or'Succession 
Certificate If the heir wants to continue the account with the bank, 
the latter should still close the account and open a fresh account in the 
former s name 

4 Closing (he account on cnstoiner s insanll) A banker is not authorised 
to continue the customer s account on knowing about insanity of the customer 
because the rcl Utonslup between the two is tliat of an agent and a principal 
When tlic principal is insane lus delegated powers also end and hence the 
ngcnl IS stripped of lus powers auiomilicany When a banker receives an 
intimation about his customers insanity he should immediately stop pay* 
tnents from Ihi. account and should restart it only when he gets a ctrlifiute 
about his customer having regained sanity Any registered medical 
practitioner or any competent court may declare the customer a sane person 
A banker should not decide on his own as lo the saniiy or insanity of the 
customer, otherwise the former will have lo face the consequences of dis 
honouring the cheques 

5 Closing the accouit on cutlomer s nm!\enr\ nankcr-customcf 
relations come to a standstill on the insolvency of a customer When 
a dechration of insolvency is made by the court, at the Khcsl 
of the client 8 creditor, the I anker might be served a notice of such 
declaration On receipt of such notice a banker should stop making payments 
from the customer s account The crcilit balanct standing m the account now 
falls under the authority of the oITicial icccivcr appointed by the court A 
banker should stop operations on the customer s account as soon he happens 
to have a notice either of the pclHion or an available act of insolvency on the 
part of the customer This is called ‘Doctrine of Relation Ilack The 
banker should hold the balance till an‘ofTicnl receiver* is appointed and as 
soon as the appointment takes place the banker should handover the balance 
to the said ofTicial 

W here a customer IS not an individual but a company, its insolvency 
causes a winding up or liquidation and the banker has the same rcsponsibih 
tics of closing the account as in the ease of an individual He should close 
the account just after the receipt of such notice and hand ov cf the balance to 
the olTlcial liquidator Cheques which have been drawn before starting of 
the winding up proceedings should be paid only after receiving the consent of 
the liquid itor 

6 ChsI ig III* acco mt on Hilling up of rftt BtiK s operations If the 
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Bank, in which a cuslomcr has an account, itself goes into liquidation of 
Winds up its business, then naturally the banker customer relationship gels 
discontinued because of absence of one of the parties to the contract As soon 
as the winding up proceedings start, the customer gets a fixed sum of Rs 250 
within a period of three months, and the remaining sum is paid proportionately 
after the liquidator completes assessment of assets and liabilities of the 
banking company In case of amalgamation of two banks or a merger of 
one bank into another bank a customer's account is not discontinued and 
hence the question of closing the account docs not arise The Deposit Insu 
ranee Corporation of India undertakes to compensate the depositor of any 
loss which he suffers due to winding up of a bank 

7 Closing the oecowU b) assignment of credit hafance by the aislonier A 
customer has every right to assign credit balance of his account to somebody 
else and if he does so, the banker has to close the account of the former and 
open a new account, if the assignee so wishes, in the name of the lalter Any 
third party or assignee should give u nolict: of assignment Ici tlic bank 
otherwise the latter may teep honouring the cheques of the assignor 
(customer) 

8 Closing f/ie account on <Jflm«/iec Order If any civil court has 
issued a garnishee order on the request of a judgment creditor, the banker 
should stop payment of cheques of the customer who is a party to such 
order If the garnishee order tsfota 'specified amount’, tbe banker should 
not close the account but should detain only the specified amount and let the 
customer use the remaining amount on which the garnishee order is not 
applicable Deposits made by the aislomer subsequent to receipt of the 
Garnishee Order should be treated by the banker ouUidc the purview of the 
Older A banker is not entitled to question tbe legality or scope of the 
Garnishee Order, it has to apply it if any customer whose name is stated in 
the Order holds an account m the bank and the Order is otherwise in order 

Ffunkett ir Barclays Bank Ltd (fPid) 2 KB IQ7 In this case, the 
plaintiff, a solicitor, w as a customer of the Bank He opened two accounts m 
Jjjf joanj^rfbisfixm Jjj noc nf Jjbf accounis be added tbe vio/ds ‘CJienl's 
Account' with the name of the firm The plaintiff drew a cheque for a small 
amount on its ‘Client’s Account’ in favour of a third party Meanwhile, a 
Garnishee Order was received by the Dark on the plaintiff’s account The 
bark dishonoured the cheque marking it ‘Refer to Drawer’ 

The Court held that the balance of Ihe 'Client’s account’ was attached by 
the Order The Bank had no ngln to question the scope of the Garnishee 
Order 

9 Closiiigc the account on change in consuiuiioii of the cusiomorjirm 
If any change occurs in the constitution of a partnership firm due to death, 
retirement or admission of a partner, the banker should close the old account 
and open a aevv account in the changed name of the customer firm 
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NEGOTIABLE INSTRUMENTS 


NegoJiable inslrumcrtts help m makmg mortcfary payments and discharg¬ 
ing business obligations They have also become an important fool for 
expansion of credit Since the ownership m them is easily transferable, they 
have influenced by and large the customs and practices of the banking and 
business circles Rccnusc of may wide and common usage of such instruments, 
it IS essential that the meaning of the term ‘negotiable instrument* should be 
well understood In order to arrive at a true meaning let us discuss a few 
definitions 

In the words of Justice K C Willis, *A negotiable instrument is one, the 
property in which is acquired by any one xsho takes it bonafide and for 
value notwithstanding any defect of title in the person from whom he took 
It' lie further adds, 'The great element of negotiability is the acquisition of 
property by jour own conduct, not by another’s, that if jou take it bonafide 
and for value, no body can deprive you of that ’* 

According to Professor Thomas, ‘An instrument is negotiable when it is, 
by a legally recognised custom of trade or by bw, transferable by delivery or 
by endorsement and delivery, without notice to the party liable, in such a way 
that (a) the holder of it for the lime being may sue upon it in his own name, 
and (b) that (he property in it passes to a 'bonaftik' transferee for '\alue' free 
from equities and free from any defect in the title of the person from whom he 
obtained it *’ An authority on banking like Sheldon sajs ‘An instrument can 
only be said to be negotiable svhcnthcabsofufcoxsncrshipof the property repre¬ 
sented by the instrument vests in the holder, so that he is not prejudiced by any 
defect in his transferor’s title, and can sue on the instrument m his own name ’ 

The law relating to negotiable instruments in Indn is contained m the 
Negotiable Instruments Act. I8SI ' Section 13 ofthis Act states that,‘a 
negotiable instrument means a promissory note, bill of exchange, or cheque 
payable either to order or bearer ' The definition hardly defines a negotiable 
instrument but simply describes the types of the negotiable instruments 
However, It docs not prohibit any other instrument from being considered as 
negotiable under the Act Any instrument which is treated as negotiable 
under the usages and customs of trade is also recognised by the Act Thus 

1C SVif/is yAe itfvr/Ar/wrfaiSAr JbrtffW/d'r, 3lh r«fn, 5 

• S E Thomas Cornmerce . hr Theory onJ I'raeilee, lOth Edn . 530 

• AtJsecuons italtd hereinaficr m this charter teliie to Ncrombte Instrumenii Act 
unless mentioned otherwise 
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the N I Act m tbis secse includes a broad based deCnition 

The definitions given above are either too wide ortoo narrow To 
define in simple words, v\e can say that a negotiable instrument is a written 
piece or paper which entitles a person certain sum of money staled therein 
and IS transferable bj, mere delivery orbj endorsement and delivery both 
mthout passing a defective title to the bonafide iransfcrce 

CHARACTEF5ISTICS OF A ^ECOTtABI.E INSFROMEVT 

Charactenstics help us recogni«e a particular object Anv instrument 
which IS negotiable should possess the followios special features 

1 Transferahh oMvcnlup Negotiable instnimcnts are easily transfer 
able from one person to another but the application for Iransfer of ownership 
IS not to be submitted to a court as happens in rase of other properties If the 
instrument is a 'bearer’ one, the ownership can transferred bj mere delivery 
and m ca«c ofan‘order inslrumenl by endorsement and delivery both No 
instrument can be termed ‘negotiable without its characteristic of transfer 
ability but It 15 not necessary that all the transferable things arc negotiable 
Transrcrabihtj and recotiabihfy are two difTcrcnt things 

2 Abiolitc and seed (trie It is the most important feature of a negolia 
ble instrument If a person takes a oegotiabie instrument (r) lo good faith, 
(if) for salue and (nr) without any notice of a defective title of the transferor 
He will obtain an absolute and a good title to tbe instnimenl This is quite 
an exceotion to a general rule Uicmo datquod non habet' (no one can transfer 
a better title than he himself has) If the transferor of any general property, 
say a watch, had stolen tt from A’s hou^e and given it to 'B*, *B' won’t obtain 
a good title to it and he won’t be a true owner of it Had there been a cheque 
m place of the watch and had ‘B taken it bonaBdc and for value received, he 
would have been tieatcvl as true owner of the cheque m the eyes of law even 
if the transferor’s title was dcrrclivc 

This characteristic of transfer nf a good title of negotiable instrument 
was commended by Justice WiHis > He said,‘The great element of negotia 
bility is the acquisition of propertv by your own conduct, not by another s 
that if you lake it ‘bonafide’ and for vvloc, no body can depnvc you of it * 

3 Holder's right to sve Sheldon says that a holder in due course has 
a right to sue m his own name and without any notice to tbe debtor of his 
having become such a holder 

Even when the debtor has vvniien a negotiable instrument in favour of the 
creditor and has also executed a mortgage of some properly, the holder has the 
right to sue the debtor only on the basis of the instnimenl itself and not the 
security \BaijimXhAgan‘>a\ ij ivotfi Aiwor dgornof (AIR 1975, Calcutta 2B6)) 

4 ContTcct for paymau cf the money A negotiable instrument is a 
contract by the debtor for payment of ihc money According lo Section 13(2), 
a negotiable instrument may be payable to two or mo-c payees jo ntly or in 
the alternative to one of the the, or one or some of the sev eral payees 

5 Methods of vrmnqnegotiable insliwnenls All instnimenis vvTitten m 
the following styles are legally recognised as negotiable msiruments 

»K. C Wilbs, op eit, 6 
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t*ay to A 
Pay to Bearer 
Pay to A or Bearer 
Pay to A or Order 
Pay to the order of A 
Pay to A and B or order 
Pay to A or B 

But instruments drawn m thefoBomng styles shall not be considered as 
‘Negotiable’ although the characteristic of‘transferability’ is present there 
Pay to A only 

Pay to A or B only and none else 

6 No Limilation on the number of transfers A negotiable instrument 
can be transferred any number of limes before its maturity but post maturity 
transfers are not be valid 

PRESUMPTIONS AS TO NEGOTIABLE INSTRUMENTS 

Certain presumptions have been given in law for nesotiabie instru¬ 
ments Unless any thing is proved contrary to these presumptions negotiable 
instruments shall be subject to these presumptions Parties challenging these 
presumptions should prove the contrary facts A banker is also benefited by 
these provisions Sections 118 and 119 include the following presumptions 
1. Of consideration That every negotiable instrument was made, 
drawn, accepted, endorsed, negotiated or iransfcrredforcoDsideralion 

2 As to date That every negotiable instrument bearing a date was 
made or drawn on such dale 

3 At to unto of eeceptanec That every bill of exchange was accepted 
Within a reasonable time after its dale but before rmtunty 

4 As to time of transfer That every transfer of negotiable instrument 
was made before its maturity 

5 As to order of endorsement That the endorsements appearing on a 
negotiable instrument were made in the order in which they appear 
on It 

6 As to stamp That where an instrument has been lost or destroyed. 
It was duly stamped 

7 As to the holder That bolder cfa negotiable instrument is a holder 
in due course 

8 As to proof of dishonour That m a suit upon a dishonoured insfru 
ment, the court shall, on proof of the protest, presume that it was 
dishonoured until this fact is disproved 

KINDS OF NEGOTIABLE INSTRUMENTS 

Section 13 deals with the iinds of negotiable instruments such as 
promissory rotes, bills of exchange and cheques There air seme ether buds 
of instruments to which the pmilegc of negotiability extends but which have 
not been mentioned under Section 13 There are two broad categories of 
negotiable instruments. 
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iD^lrumnls nejpJjaWe by statute 
Instruments nerotiable b 3 Iccal cosloms. 

Section 13 does not debar ether jnslrumenls from necoliabiljtj prodded 
thej are recosnised b\ local customs snd or business and trade. An 

instrument is cecotiaWe uhen it is capable of beins; ce^'Oliated, \\ljca an 
instrument is transferred to an\ per^n co as to meLe that person the 
holder thereof the instrument is «aid to be regolialed Seeljon 137 of the 
Transfer of Property Act alto «.faoiis that mstniments ^la^ be neaotiable bj 
customs and ibcu nepouabihtx will be reccemsed b\ courts In fast, any 
document which entitles a person to 3 sum of monej and which is transfer¬ 
able b\ delnerv fulBls the condiiions of necoiiabilit) 

Justice Blackburn stated m Crojrb ij Credit Fcracr (lS7t) 1_R. S QB 
^81, that Ifan instrument isb\ the custom of trade transferaWelie cash by 
dclntT% and is also capable of beinn sued upon by the person holdmy it 
pronniporr, ihcn it is eniilJed u> ibe name of a negotiable instrument, and 
the properlj in it passed to a honcTiJc IransJertc for «lue ibourh the transfer 
maj not ha\e taken place in market ©vert.* Inslruroenls fallros m this 
caicgoo in India arc , 

Hundi. 

Bank Drafl, 

Dmdcnd Warrant, 

Interest Warrant, 

Postal Order, etc 

The debentures of Bombay Improvement Trust pavabJe to rrler, have 
been held to be promisson notes and therefore nepouable instruments 
Mereanlile £a^1^ cfhdiau Mascerenhas ('•Z Bom 792) Instnoneau like 
mate's receipts, depouirecerpts, pennoB pav-u-airants, repitiered debentures, 
shares and inscnb^ storks and Municipal Corporation Bonds have been 
held non ne£oiiablc Bills of lading and railway receipts are considered as 
quasi negotiable instruments because the Iransfcror cannot pass a belter liJe 
than what he possesses in iL However, the list of negotiable mstiuments 
IS not closed here. With the expansion ofbnsmcss and trade, new lands cf 
instruments may fall in the list of negotiable instruments and the courts won't 
be slow in prodding recognition to such jostraments. if thev satisfy the n^ess- 
sary conditions* The fact that any usage is ©f recent ongm shall not prevent 
the courts m giving recognition lo an instrument 

’UiCTE isavrrj taiovile diffeieDCebeiweai ibecostoiav and usjces Cnslra'rtliie 
to practices ihai have been adopted for past set era] 3 cars Hhile uss’-es denote that ^ch 

practices have been xa prevstene* in Tecmijears. Thustbelaw of the asT'tiabili'T is 

openlo new practices that may develop with the adva a c e incni cf trade Md coisaiejcc. 

^ Aiso LonJtn ConriTT Bsrlzr^Cii rs The LaitStt Rjiir FliSe Ber-k U±,20QS 
CdoJiriFi Tj Roberts (1575), L R. Pk Each. 3J7, Sa.BrvraJ ts Setisb tS 

Calnitta 331 

‘The requirements of ane<'oiiaWein«Bmentb 3 usapeait (!) the lenas cf the 
instnimenr rnus! not be nf'^uve I 0 ib- idea of nccoiiablljh, il should eridace a 
contract to pay monej erseerntj eqiuralent.pjrhe instrument must have mereraiitile 
recpcnition, and (4) theossce muM bexa actual practice and not merelr an espression of 
belief that such nsaEr exists. 
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r PROMrSSORY NOTES 

A promissory note or pro-note orP/N is nn jostrumcnl m which a person 
promises to pay i ccrlam amount during i certitn period to n certain person 
named therein It is always drawn by a debtor in fivoiir of the creditor The 
person making fie promise is called the '^fatcr Section 4 defines a 
'Promissory Note ns under 

*A Promissory Note is an instrument in svntmg (not being a bank note 
or a currency note) cont unme an unconditional undertaking signed by 
the maker to pay a certain sum of money only to or to the order of a 
ccrtnin person or to ihc bearer of the imlninient 
Wustralhn^ In order to understand a Promissofy Note the following 
illustrations will help us A signs an instrument in the following terms 
(o) *I promise to pay B or order Rs 500 * 

(A) 'I acknowledge myself to be indebted to R in Rs I 000 to be paid on 
demand for value nccjvcd ' 

(c) 'Mr Jt lOU Rs I 000 

(d) ‘I promise to piy P Rs 500 and all other sums whicli shall he due 
to him * 

(() 'f promise to pay I) Rs 500 first deducting them out of any money 
which he may owe me’ 

(/) *I promise to pay^Rs 500 on Pi death provided H leaves me 
enough to pay that sum ’ 

(g) ‘I promise to pay/? Rs 500 seven days after my marriage with C ’ 
(A) ( promise to pty/? Rs 500 ind to deliver to him my black horse 

on Ist January next * 

The instruments rcsfcetivcly marked (n) and (/) ore promissory notes but 
(c) (rf) (e) (/) (g) and (A) an. not promissory notes 

lORM 

There IS no particular form prescribed for promissory notes It may be 
in tiny form fulfilling Ihc Kisicfialurcs as contained In Section 4 Jt may 
be usually m the following form 


Rs 15 000 


Madias 

Nosember 17 1981 


Three m’nlfis after dJie I promise n pay ShyJia Tlenei'al or orOcr, ihc sum of 


Rupees Thirteen thousand f’t value received 


■{-(T Cisnature across 

Shjam EcncBal Itwsrainp 

Tilm Director 
Calcutta S3 


2>il 


*>tamp 

Rfftnylti 


Kimtar 


AdJress 


STtCtM- irKTURCS 

JromlhedelimlionofrN. asgi>enm'»«lion4rfthe Act, the follow- 
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jDg features emerse 

1 Must be an Insintment in IVnitng This is a necessary feature 
of a promissory note Since an oral promise cannot b“come a promissory 
note, so it must invariably be in nriling The NI Act docs not define ‘writing’ 
The GeneralCIauscs Act (A"of 1897) defines‘writing'in Section 3 (58) Accord¬ 
ing (oit, ‘writing’ includes printing lithography and other modes of represent¬ 
ing or reproducing words in a visible form Jt may be written on paper, or 
on any other convenient substitute for paper, such as parchment, linen cloth, 
leather etc The note may be wntien m pencil or ink or may be typed The 
pencil writing is subject to obliteration and hence is not in much use 
{Caupatdas is flari Bullabh) If the pronote form is printed in Hindi or 
English, the blank space may be filled in any language In 1/k KC Katt^an 
Chetty 1 j Aiing Yen (LBR ]893-l9(H), 395), w here a Chetty lent money to a 
Cbinaman, Mr Aung, who wrote in Chinese in blank spaces in a promissory 
note printed in Tamil, it was held that such writing made it a valid negotiable 
instrument 

2 Nnt being a hank note or a currency noie In some countries banks 
arc empowered to issue ‘bearer’ bank notes, which arc treated as promissory 
notes, but in India such an issue by banks is prohibited by Seetton 26 of the 
Indian Paper Currency Act 1910 and ibe Bearer Promissory Notes Prohibition 
Ordinance, 1946 In India currency notes are issued on behalf of the Govern* 
ment of India bearing a promise to pay a sura stated tberem but these notes 
have been kept out of the purview of Sec 4 of N I Act and hence are not 
treated as promissory notes 

3 Aft express undertaking or Promise to Pay There should be an express 
undertaking to pay (t cannot be implied Mere acknowledgement of debt 
does not suthce Illustration (c) above indicates that lOU is not a promissory 
note In Bal Mukmd Lai\s Afunnn £o/(AIR 1970 Gauhati 516), 
It was held that the use of the word ‘Promise’ is not necessary but there must 
be a clear promise or an express undertaking or an intention to pay Again 
rn Siirjil Singh and ethers »J Ram Ratan Shafma{MK 1975 Gauhati 14) 
where la a document the borrower acknowledged receipt of the axnount and 
a surety guaranteed the repayment of the money, it was held that it was not 
merely an acknowledgement of the debt The intention in it was to give 
promise to repay the debt 

4 An meondiiianal Promise to Pay The promise should not be depen¬ 
dent on the happening of any event or on the fulfilment of any condition 
otherwise this will invalidate a promissory note Illustrations of promises with 
conditions are 

‘I promise to pay ‘D’ Rs 500 on my marnage with ‘C’ ’ 

‘I promise to pay ‘C Ks 500 on D's death provided ‘D’ leaves me 
sufficient money ’ 

‘1 promise to pay ‘B’ Rs 500 when I ata able to pay that ’ 

‘1 promise to pay ‘B’ Rs 500 in instalments ’ 

‘1 promise to pay ‘B’ Rs 500 but 1 will deduct therefrom the amount due 
to me’ 

However, when promises are made dependent on the happening of an 
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event which is bound to happen, there will be no uncertainty in the pronotc 
The following promises arc valid although they arc conditional with regard 
to event, time and place 

A promises to p ly B’ Rs 500 on the death of ‘C 

A promises to pay B Rs 500 on 1st June 1982 

A promises to pay B* Rs 500 at Bombay 

5 Mint Ic signcil ly thi; hfakir An instrument if not signed remains 
merely a piece of paper and hence of no use The promissory note should be 
signed by the maker and where the person making the promise has written 
It himself he should sign it The I uv is not very particular about the place and 
form of the signature It is not necessary that the signature should be put at 
the bottom of the instrument they can be put on top or on back of jt Signa¬ 
ture may be m pencil or in ink It may be thumb mark or initials or full 
signature Even a rubber stamp or a facsimile may be used for making signa¬ 
ture Any mark cannot be used in plate ol signatures because it cannot 
be recognised easily {Sathmami ij Einpiror) 

An illiterate person, who cannot sign, should put his left hand thumb 
impression, wliicli should bt atusted by some other person known to the bank 
In n promissory note written m joint names, all the persons concerned should 
sign jointly Where an agent has been given power of attorney, he can sign 
a P/N on behalf of Iiis principal (Section 27) 

6 The ^fakcr must be a ccTioM piTSon Certainty is also an essential 
characteristic of a pronote Certainty is insisted on for reasons of public 
policy because an unccrnmty might be injurious for etptnsion of both the 
credit and business [Uar Kishou Sana \s Gum Miah Chaudhun (58 C 752, 
1931 Cal 387)J The maker of the P/N must be a certain ptPson A maker 
signing the instrument m an i$»un>cd name is liable to pay A promissory 
note cannot be written showing alternative liability of the maker For exam 
pic, *1, Aor D promise to pay, docs not show certainty of the individuals 
Instead It should be‘\Vc,/I and B promise to pay * Even if it is signed by 
A, B, C and V, instead of A and D it will be a lawful promissory note 
because the makers (<-1 and B) arc certain while parties C and B will bear 
contingent liabilities only Where a promissory note stands m the name of a 
partnership firm and signed by only one of the partners, the maker will be 
treated as certain under the cfTecl of Section 25 of the Partnership Act and 
Section 43 of the Contract Act because partners are jointly and severally 
liable on it 

7 Ihc amount pa\ablc must be certain The instrument of promissory 
note must contain a promise to pay certain sum of money The following 
illustrations show an uncertainly of the sum payable and hence such pronotes 
arc invalid 

(i) ‘I promise to pay to‘A’Rs 500 and all other sums which become 
due ’ 

(fi) ‘I promise to pay to 'A’ Rs 500 and any other sums that may 
become payable os lawful fines ’ 

(iii) ‘I promise to pay to‘A’Rs 500 plus all the monetary contingencies 
that may occur ’ 
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Tliere won’t be any element of uncertainty if in the instrument promise to 
pay a specified amount and a promise to pay interest stand together even if 
the rate of interest IS not given [Lakshmmath vs Benares Bank (AIR 1930, 
Patna 136, 138)] TIius ‘I promise to pay *A’ Rs 500 with interest,’ is a valid 
promise Where the rate of interest ts not given it will beat the rate of 6 per 
cent per annum 

In a promissory note it is usual to state ‘Value received’ but an omission 
of these words won’t render the instrument invalid 

The amount should be stated m words and figures both m order to avoid 
ambiguity Section 18 lays down that if there is any discrepancy between the 
two, the amount stated m words will prevail 

8 Promise to pay must be m legal lender money The promise to pay 
must be m money and money only and not m the form of commodity, or 
service or in old or rare coins ‘ The money should be legal tender in India. 
Promissory notes written m foreign currency should represent legal tender 
money of the concerned country Promissory notes in foreign currency are 
governed by the Foreign Exchange Rules of this country 

9 Payee must be a certain person The payee’s name must be indicated 
with certainty Where a document nciiher specif es the name of the payee 
nor IS it payable to a 'bearer', the promissory note shall be incomplete and 
invalid It IS nothing hut an acknowledgement of (he debt and a promise to 
repay The words ‘certain person’ mean (hat the person could be ascertained 
at the lime when the promissory note was executed The payees name and 
designation must be given in (he body of the instrument Section 5 states that 
where a payee is misnamed but his designation is correctly given this will not 
invalidate the instrument on the ground of uncertainty If the name of the 
payee is not specifically given in the instrument but if it is ascertained, on 
reading the document the payee will he treated as certain In Brij Raj Sharan 
If Sah Ragliimandait Sharan (AIR 1955 Rajasthan 85) the Chief Justice of 
Rajasthan High Court, Mr Wanchoo, held an instrument valid because it was 
addressed to ‘A’ the payee but his name did not appear in the main body of 
the letter In Jagjtnan Das \s Guman Bhai (AIR 1967 Gujarat 1), where the 
name of the payee was given in the lop left hand corner but was not stated 
in the text of the promissory note, the instrument was held valid 

A promissory note payable (o any person other than the payee where the 
name of payee is not given and llie words ‘Payable to bearer or order’ are also 
not used, will remain a non negotiable one 

10 Payee may be rno or more persons A promissory note may be 
made payable to two or more individuals According to Section 13(2) all 
negotiable instruments may be made payable to two or more payees joinlly or 
alternatively to one of two or some of several payees 

11 bfusi te payable to ‘Bearer’ or ‘Order’ According to Section 13 of 
the N 1 >Act, negotiable instruments including the pronote must be payable to 
bearer or order 

According to Section 13 of the Act, negotiable instruments including 

* A promise to deliver paddy enber in theallemalive or in additicn to money docs 
not conslitutc a promissory note {Mattu CheUt js MuHan Chciti 4M296) 
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pronoles must be payable cither !o a certain person or to bearer or to order 

Any instrument, which docs not use the words 'bearer or order’ after the 
name of the payee is also valid (Pullures Vajrama vs store Agaith, AIR 1979 
AP 2), but usually these words are used after the name of the payee 

Any pronote can be a ‘bearer’ pronote if 

(/) It IS payable to the bearer from its inception, or 

(//) the last endorsement is an endorsement iri blank 

But It should be noted that a promissory note payable to bearer on 
demand cannot be issued in India according to Section 4 of the Reserve Bank 
of India Act 

A pronotc can be an'order’pronote (/)ifit >8 payable to a particular 
person or order, or {il) when it is made payable to a particular person but 
Words like ‘only’ or ‘none else’, limiting its further transfers have been used 

12 Not payable to maker himself or his order A promissory note 
always has two parlies, a maker and a payee But a maker cannot declare 
himself a payee In other words a P/N should pot be made payable to the 
maker himself U In a promnsory note the maker slates that ‘I promise to 
pay myself’, it has no meaning or validity in the eyes of law 

A pronote payable to the order of the maker himself is also void 
Similarly, any note payable to the maker’s order and another person or a 
joint note by the maker and others to himself is not lawful 

13 Date of the promissory note It is not necessary that a P/N must 
be dated An undated note will be deemed to have been dated on the day 
when It was delivered However, it is usual to put a date on the promissory 
note Unless contrary is proved, a note shall be presumed to bear a date on 
which It was made 

14 Use and concilia f (on of stamps Cvery pronotc should bear adhesive 
stamps according to the provisions of the Indian Stamp Act 1899 The 
maker of the pronote should also cancel such adhesive stamps by putting his 
name or initials across the stamp with (he dale of Writing 

15 Delnery essential Merely making (wntjng) or endoning the 
promissory note docs not make it lawfully efTeciivc unless it is delivered to the 
payee or endorsee (Section 46) 

II DILLOrCXCIIANQc 

Bill of exchange (B/C) is the most prcvutenl instrument among the 
business community In ancient limes, svhen banking was in its inception, 
B/C was a media for traders m one country to pay iheir debts in another 
country without transmission of coins Bills of exchange base significantly 
added to the manifold expansion of national and international trade Sladen 
defines it, 'a bill of exchange as 'a document by which a creditor orders his 
debtor to pay a certain sum of money, usually at a future dateSince it is 

a negotiable instrument within the meaning of the Negotiable Instruments Act, 

It has been defined under Section 5 as follows: 


*E SUden Freryil^y ffonomlrt, tttm»a,Voo4on,3i 
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‘A‘bill of exchange’IS an instrument in wnting containing an uncondi¬ 
tional order signed b> the maker directing a certain person to pay a 
certain sum of money only to or lo the order of certain person or to the 
bearer of the jnstnimcnt ’ 

A bill of exchange is sometimes called a ‘drafl’ A bill of exchange is an 
unconditional order of the creditor upon his debtor to pay a certain sum of 
money to the specified person Section 7 of the Act details the different 
parties to a bill The person who draws the instrument and gives direction 
to pay is called the‘drawer’ The person lo whom the bill is addressed or 
who IS directed to pay the amount is called the ‘drawee’ The person to 
whom the amount is made payable is called the payee’ The person who 
holds the bill is called ‘the holder* In most cases a ‘holder’ and ‘payee’ 
are the same person Thus there are three parties to a bill But it is not 
necessary that there should be three separate persons to answer the descrip¬ 
tion of the drawer, the drawee and the payee Any one person may act m 
two positions simultaneously For example a person mav draw a bill payable 
lo himself or his order, thus he will be a ‘drawer’ and a ‘payee’ both 
Similarly, a bill may be drawn payable to the order of (he drawee, thus 
making a person‘drawer’and'payee both provided such a drawee has 
endorsed the bill Similarly, if a Company carries on business m several 
places and draws a bill from one of its offices on another ofSce, or a pnncipal 
draws a bill on hi$ agent, the drawer and drawee nil) be the same The 
holder has his option to treat it either a‘bill of exchange or a'promissory 
note* 

ESSENTIALS OF A HILL OF EXCHANGE 

The definition of a bill of exchange as given la Section 5 of the Negotia 
ble Instruments Act is almost the same as ihat of a promissory note in 
Section 4 Therefore, all the essentials of a P/N ore more or less applicable 
to a bill of exchange also Yet this instrument should have tbe following 
charactensiics reflecting the provisions of Section 5 

1 Mmtbe mv.Tiun2 A bill of exchange must always be in wntine, 
this instrument cannot be m the form of an oral direction It may be written 
in ink, in pencil or it may be printed Pencil wnting is not supported because 
of Its easy obliteration or conversion by unauthorised persons. 

It may be written in any language and it may be in any form of words 
No form has been presenbed for a bill of exchange But whateverbethe 
form. It must substantially comply with the requirements of Section 5 of the 
Act Below we give the usual form nf ihe Bill (on page 163) 

2 An tiricamlilwnal order topay A bill of exchange must contain an 
‘Order’ and not a request The word‘Order’means that the drawer should 
direct the drawee to make payment ‘Please let the bearer have rupee- 
ninety thousand and oblige me’ (Little ix Slackford [J82S) 3J RR 726] will 
not make a bill a valid instrument, wbde the words like ‘Pay to Mukesh and 
oblige’ will make a bill quite valid one However, use of polite or respectful 
words do not destroy the nature oflhe bill hut it should have ‘an order to 
pay’ or a request in an imperative way [Raff vx Webb (2794) S RR 773] The 
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n$e of word ‘Pay’ is not so essential ‘Debit us with Rs 620 (Sheo Das vj 
Kanhalya Lai <57 FR 1888), or ‘Credit so and so’ will also be effective m the 
same way 

SPECtMCNOr A BtLLOFCXCHANOE 
Rs 90 000/ Delhi 

January 3 1983 

Three months after date pay to Dharai Ram or order the sum of ninety thousand 
rupees, for value received agoinsi invoice No 4749 
Case in Need Hatliboi&Co 
Bombay 

Collect overdue interest iSj 135^ per annum after due date 

For Jk Synthetics 


Stamp 


General Manager 
Sd/ Across the stamp 
To 

M/s National Textile Corporation 
Kanpur 


The order to pay should be an unconditional one To quote from 
Halsbury’s /-<ju <»/ ruiff/iJnd* ‘the order roust be not only peremptory but 
unconditional for any condition made would at once import uncertainty ’ 
Although the acceptance may be made conditional or an endorser may make 
the bill conditional by express words in the endorsement but the drawer’s 
order on the drawee in a bill of exchange must be unconditional The word 
‘unconditional’ has already been explained in connection with the promissory 
note However, Section 5 hys down that stipulations to pay the sum of the 
bill in instalments is not a condition Where the payment depends on the 
happening of an event which must happen according to human cxpcclaijons 
normally, It will not be treated as a condition even if the time of happening 
IS uncertain Following illustrations show that the Dill contains an uncondi 
lional order 

(f) Pay Rs 50 COO to Rajccv on his attaining majority on 17 Novem 
her I9S2 

(/i) Pay Rs 50 000 SIX months after the acceptance 
(ill) Pay Madho Rao Sindhia Rs 2 lacs on his next birthday 
The following illustnlions show that such bills do not contain an uncon 
ditional order and hcncc they arc not valid bills — 

(a) Pay Rs 50 000 aficr six months or at any time ihereaficr 
(h) Pay Rs 2 lacs on arrival of theship‘Adventure’ at the Calcutta Port 
(f) Pay toShanlilal Rs 10 000 on sale of goods lying with you 
3 Tlie Dravicrnnisl slf-n the Bill A bill is merely a piece of paper 

* lliUbitty i Lav (if EofLind 3rdr<la.\ol III 152. 
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unless and until it usi^ed b> itsdraiier ithout ihe draTrer's Qcnstures 
an> aetjon is not msmtainablc apainst the acceptor or anj other p*ry3a siio 
has sinned ihe bill Ev cn if the dravicr sims the bill after its acceptance, the 
bill will be a mlid instrument The drawer ma^ sjen lie biD sanuliantouslv 
as he wTites the bill or at anj Inn- snVcqncntlj but before the mmm tj 
of the bill Howcicr, It IS a senrral piacljcf Id ibe bill al ihe tune rf" 
Its wntinp so that endorsing and discountina of ihcbill, if and whcanKessaiy, 
coaid be ibciLtated 

4 TTie ZJrcm rr r nzt he a cerlowi person The drawer of a bill of eitchanne 
must be a certain person and not an artificia! or ima-maiT DEC Incase the 
instrunicnt is dishonoured the drawer's liabil]t> has to be detcimin-d and 
therefore a drawer should be a p-rson who coaid be casDs ascertained. tiMire 
a bill of cxchante is drawn to the name ofa firm. coaipin\ and cooperatire 
^ciets, etc , the drawer shall also b: a certain p-rsoa 

5 77 e drm^ee rrvst he a eertei’i rerso" The drawee is Ihe *;scc3d 
most important part> of a bill He is a person to whom the bill is addresssd. 
The drawee's name should be indicated tn the bill with reasonable cemmty 
Accordina to Section > of the NecotiaWe ImiTuments Act, tie drawee's name 
iseotuidcred certain eten if he IS mi'^named or is desj-nated bs descnplic® 
onli Cenainlj of the drawee's name helps m stseptaDce of the b^ and m 
its final pasTaent at the ume of matunij A bH] na\ he addressed to w o or 
more drawees whether thej be partners or not. Such drawees muc be mad" 
jointly liable for p3>-ment Ao> bill address^ to two drawers la the alter 
native or two or more drawees m suectssioo is pot a v-aLd bill of exchange 
However, the drawer IS entitled to p\x the name of a ‘Drawee m case of 
need’ to whom the bolder maj trv if the need *^0 arises 

6 To poi a cenmn sum oS momex The sun pav able to a person mast 
be in monej and motiej onJj The order to pav should not be m comtaodi 
ties, semres or secunnes. Tie amonni ordered to b" payable should also be 
ccriam and should not be open to anj uaacmatioa esusme sub^equ"nt 
additions or subJracTinns. The amount must be specified in words and 
figures both. According to Jleclion 5 of the Necoliable Irstniinents Act, ibe 
following stipjiation do not offend the rule of cenajaly. wh-re a b31 of 
exchange (i) includes future mtercst; (w) is payable nt an indicated rate of 
exchance, (tii) is aceordiot* to the coarse of cwhacre: and (/jJ prondes for the 
payment of the amount lo instalments. 

7 ifuTi be cn order or abec'irmsTnrrerj Atrordiap lo Section J3, 
a bill of errhanpe must be payable lo a rertain person or lo tis order or ro a 
bearer A biH is an order bill, when tic payee's name is stared in the b3] and 
*or Order'words have been added thereto, or payee's name has teen pren 
but without using the words “only ’ or ‘None else’ lusitmg the future transfers 
of the bill 

A bill IS a ‘bearer bill’ where it b made pavabJs to a pameuJar person 
and 'or bearer* words have been added lierrto, or when the last endorsement 
on an ‘order bill’ appears fo be a ‘Hanl endoisement’ 

8 Jlfusr be stttrrped adeq-JoteJy A tune bill or usance bill if not adequa¬ 
tely stamped according to the provisjons of Indian Stamp Act, IB99, would 
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hot be valid 

9 Oihcr formalities not necessar} Jl is not nrccssary that fomahtics 
like date, place and for value received are observed >n the bill 

DISTINCTION HETWECN A DILL Of CXC//ANGC 
AND A PROMISSORY NOTE 

The definitions and characteristics of these two jnslrumcnts are similar 
First, both the instruments arc always m writing Secondly, the drawer is a 
‘certain person tn both of (hem Thirdly both contain an unconditional 
order lo pay Fourthly the amount piyible should be certain in both the 
cases I ifihly both should be signed by their respective drawers I mally, 
the payee in both these instruments should be a certain person 

Jnspjic of all these simiJirihcs we cannot say ihit bill of exchange and 
promissory note do not hive any basic diflcrcnces The major difftrences 
are as under 

(a) A bill IS an unconditional order while a promnsory note is an 
unconditioml promise 

(h) There tre three parties in a bill namely the drawer, the drawee and 
the payee while ihcrc arc only parties—the maker and Ihc 

payee, in case of a promissory note 

(e) In a hill drawer and payee can be the same person while m a 
promissory note a maker cannot be a payee 

(d) The position of a drawer in a bill of exchange is that of surety and 
hence his liability is secondary and conditional while in a PyN, the 
maker’s liability is primary and abtoluh 

(e) Most of the bills have to be presented for the drawee's accepUmcc 
A promissory note is not required to be presented for acceptance 

(J) A bill can be drawn piynblc to the bearer on demand while a 
promissory note is always payable to a particular person or his order 
or bearer but not to a bearer on demand 

(g) Jf a bill IS dishonoured, a notice of dishonour should be given by the 
holder to all the intermediate endorsers and the drawer While in 
case of a promissory note no such notice of dishonour is necessary 

(A) There is direct relationship m a bill between the holder and the 
acceptor while in a promissory note the direct relationship exists 
between the maker and the creditor 

(/) There can be a 'drawee In case of neeiT or 'acceptor for honour' as an 
additional party in a blit of exchange whereas in a promissory note 
such pnrlics do not exist 

iJ) Rills of exchange can never be similar to bank notes or cvrrcnc} 
notes while promissory notes have several similarities with bank 
notes or currency notes and Ihcreforc these have been separated by 
making special provisions in the law 

(k) Foreign bills arc generally drawn in sets of three while a foreign 
pfonote IS always prepared in a singh copi 

(l) A foreign bill must /<• pro/cs/erffor dishonour if the law of the land 
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nhere the bill vias dra^n SO requires Incase of Foreign pronotes, 
protesting IS not ncccssari 

CLASSIFICATION OF BILLS OF EXCHANGE 

Bills of exchange base catered to the \aned needs oF different groups of 
trading cornmunities in the past Various usages in banling and business 
circles base esohed sc^e^al new tjpes of bills of exchange The law has also 
recognised these types 


TYPES OF BILLS 

_I_ 

I I I I 

Oncra or place Funciion Due date Naiuic 


Inlicd Foreign Acmil Accom 

Bills Bills Bills r^datios 

or Trade Dills 
Bills 


ISXAND BILLS 

Hie Negotiable Instrumcnis Act sa>s. *a neertiablc instrument 
drawn or made m India and made payable in or drawn upon 3 q> person 
resident m India shall be deemed to be an inland insirument ’ Thus an inland 
bill IS drawn in India on a person residing to India wbciber pa>-ab]e in or 
outside India, or is drawp m India on a person residiog outside India, payable 
ID India 

Jhe following will illustrate those charactcnstics 

1. A bill has been draw n in India by C N Vakil and accepted bv 
Johnson of London, is payable at Bombay 

2 P Venkataraman of New Ddfai draws a bill m India which is 
accepted by Escorts Ltd , Fandabad ard pa\ablc in Hongkong. 

Thus m all cases an inland bill is draw n in India but it may be payable 
cither in India or 0° case of an Indian resident) payable outside India. 

FOREIGN BILLS 

Bills of exchange that are used for transactions between iwocountnes 
are called foreign bills Section 12 of the N L Act, defines it 

*A negotiable inslrumcnt winch IS not drawn made or made payable as 

gisec in Section II, shall be deemed to be a foreign instrument ’ 

In other words any bill which docs not confonn to the conns Set for an 
inland bill is a ‘foreign bill’ A foreign bill should ha\c any of the following 
charactenstics 

(o) It is drawn in India and payable outside India, 

{b) It K drawn outside India and payable in India, 

(c) It IS drawn outside India, pasable outside India, 

(d) It IS drawn id India and is accepted payable outside India, 

(e) It IS drawn outside India on any iwrson residing outside India. 


Demand 
Bills or 
Sitbt 
Bi»s 

Biili aflrr 
sight 


Time bills Clean 
Bilboi Bills 
Usance 
Bills 
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litih III Sets Each foreign bill is generally prepared m three sets Each 
set IS caifed ‘Vn Every Via is sent 1^ different mail so that at least one of 
them IS received by the acceptor This is done to avoid chances of Joss or 
miscarriage of the bill in transit over long distances Each set bears the 

reference of (he remaining two sets and the acceptor gives Ins accept mce on 
any one set and other remaining sets arc automatically cancelled 

Rules for Dills m sits The rules for foreign bills in sets have been laid 
down in Scclion 133 and 133 of Ihc N 1 Act 

1 A foreign bill may be drawn in parts (two three or four as the ease 
may be) 

2 Each part of a bill drawn in set must be numbered the first of 
exchange second of exchange etc ) Each part must contain a provi 
Sion (hat it shall continue to be payabL only so long as the other 
parts of (he bill remain unpaid 

3 Each part of a bill must have a reference lo (he other parts All 
the parts together consinuic a set and the whole set is eons/dered a 
liill 

4 The drawer must sign all the parts but the drawee should give h\s 
acceptance on any one of the parts 

5 When the drawee makes payment of any one part the entire bill ts 
discharged 

6 Where a person accepts or endorses different parts of the hill in 
favour of different persons, he and the subsequent endorsers of each 
part arc liable on such pari as if it were a separate bill 

(Section 132) 

7 Where different parts of a bill arc endorsed lo different holders the 
person who first acquired title to his part is entitled to the other 
parts too and the money represented by the whole set of a bill 

(Section 13}) 


Specimen or a via 


1 Sump I 

l^t Angeles 

S7soci6 

January 15 J93J 


S xty dayv aficr Oalc of ih » Tirtf of r«h»ngc(Srct»nrf*iid rAirf of the same dale 
and tenof being unpa d) pay lo Messrs John BlacV & Co oi Order the sum of seventy 
five thousand US dollars only far value recc ved 

For John Black A Co 


P Thompson 
Manseer 
To 

M/s Itenncit Cofeman A Co Ltd 
Dr Dadabha Naorop Road 
Bombay I 


ACTUAL OR CrSLlSC IllLLS OR TRSOr BltAS 

These bills are drawn m the course of genuine trade traoraetions Sellers 





168 The Lav and Practice of Banking in India 


and buyers of goods and services or interniediary banks draw or accept suc^ 
bills and rehre them Since these bills relate to trade transactions they are 
always written for ‘value received’ or for some consideration In almost all 
the countries genuine bills amount to 95 per cent of the total quantum of 
bills that IS transacted during a particular year 

ACCOMMODATION BILLS 

When bills are drawn for providing financial assistance to a friend, 
relative or a fellow trader, they are called accommodation bills Such bills 
do not conform in characteristics with the genuine trade bills Accommodation 
bills are not written for any actual trade dealings there is no question for their 
being drawn for ‘value received’ or for some ‘consideration’ 

When a trader wants to seek financial assistance he will draw a bill and 
will request his fellow trader to give his acceptance on such bill for the sake 
of accommodation On getting the acceptance, the drawing party discounts 
it nith some banker and obtains the finance 

Before the term of the bill IS over, Che drawee will collect the amount 
from the drawer and will honour the bill on the day of maturity when the 
discounting banker presents It for payment Thus finance is made available 
to the fellow trader at nominal cost of discounting charges Sometimes two 
traders decide mutually to drau bills on each other and accept and discount 
them for getting finance There arc two parties in the bill One is 
‘accommodating party’ who accepts the bill and the other is 'accommodated 
party’ who draws the bill The'acceptor* is not a‘debtor’here as happens 
in genuine trade bills On the contrary 'payee* in these bills is a debtor and 
tbe acceptor is a creditor The liabilities ofdifrerent parties in an accommo 
dation bill is quite reverse of that m a trade bill Lloyds says, ‘If, as between 
the original parties to the bill the one who would prtma facie be principal is 
in fact, the surety, whether be be drawer, acceptor, or endorser, that bill is an 
accommodation bill ’ 

DEMAND BILLS OR SIGHT BILLS 

When a bill IS payable immeiliatcly or at once on demand, it is a 
'demand bill’ In terms of the law a bill shall be a‘demand bill’or‘sight 
bill’ 

1 When it is expressed to be payable ‘on demand’, or ‘at sight’ or ‘on 

presentation’ (Section 21) 

2 When no time for payment is specified in the instrument 

(Section 19) 

Although the terms‘at sight’and‘on presentation’look synonymous to 
the word ‘on demand', yet (hey arc significantly difTercnt from each other 
Any document payable‘on demand’IS not required to be presented before 
payment while an instrument marked ‘at si^t’ or ‘on presentation’ should be 
presented for payment before the payment is demanded 

‘Sight bills’ do not require any sort of acceptance As soon as the 
drawer draws the bill and puts liis signatures, it becomes a valuable instrument 
and becomes payable immediately on presentation The question of allowing 
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•days of grace’ docs not anse in case of‘sight or demand bills’ 

BILLS PAYABLE AFTER SIGHT 

These bills are just hU time bills With the difference that their term 
(61 days usually) is calculable not from the date of drawing of the bill but 
from the date of acceptance of the bill The date of maturity and days of 
grace are important issues concerning such bills They emanate from the 
category of term bills, usance bills or instruments payable at a future time 

BILLS AFTFR DATE 

Bills which are payable after elapse of a certain period countable from 
the date of drawing of the bill, are known as ‘bills after date’ These also 
fall in the category of'instruments payable at a future time or ‘time bills 
Most of the trade bills belong to this type Days of grace (3 days) are allowed 
in such type of bills that is,‘Matuniy’date of such bills is aniscd at after 
adding 3 days m the period of thebill countable from the date of drawing of 
the biff 

CLEAN BILLS 

Any bill of exchange which does Dol have any documents of title to 
goods enclosed to it, is called a 'clean bill’ Clean bills are drawn and 
accepted by scry reliable parties These bills play an important role m the 
domestic trade 

DOCOHENTARY BILLS 

As the nimesucgests. bills which carry With them the documents of title to 
goods arccalfed ‘documentary bills’ The credit of expansion of mternational 
trade goes much to ‘documentary bills’ where exporters and importers are 
generally not known to each other and bills of this lypcproidea hnl of 
mutual confidence among them The doewnents (i e bill of lading or railway 
receipt etc ) attached to the bill are not banded over by the banker to the 
drawee of the bill till its acceptance or payment, as per terms of the bill Thus 
in ‘Documents on Acceptance Bill’ or ‘D/A bills’ documents must be delisercd 
to the drawee when he accepts thebiH In the‘Documents on Payment’, 
bills or‘D/P bills’, documents must be banded oxer to the drawee after 
obtaining the payment 


III CHEQUES 

A ‘cheque’ is an important negotiable instrument next to bill of exchange 
Prof Gilbert is of the opinion that the word ’cheque’ must haxe been 
dex-eloped from the French word’Echechs’which meant that chess tables 
were used by the money lenden to keep and count money and male payment 
The term cheque is also analogous to the xvord ‘Ex-Cheques’ w hich was used 
for the royal treasury Cheque forms that are in use now a-days tally much 
xMth the counterfoils of the exchequer bills 

^\^latc\c^ be the ongin, we arc mainly concerned here with its legal 
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meaning A ‘Cheque’ lias been defined by Section 6 of the Negotiable 
Instruments Act, 1881 as under 

‘A cheque 15 a bi!l of Mchange drann on s specified banker and not 

expressed to be payable othensise than on demand ’ 

Combining the definition of bill of exchange’as gisea in Section 5 we 
may define a cheque as an instrument in tinting containing an unconditional 
order, signed by the drawer, directing a certain banker to pa) a certain sum 
of moDC) only to, or to the order of. a certain person or to the bearer of 
the instrument 

Sheldon has defined a cheque ‘as an oncocditional ordcrin writing drawn 
00 a banker signed bj the dravter, requinng the banker to pay on demand a 
sum certain in monej to or to the order of a specified person or to bearer, 
and which does not order any act to be done m addition to the payment of 
money 

Thus a cheque is a means by which a person who has funds in bis 
account in the bank, withdraws the same or some part of it l! is a baste 
means to withdraw money from current accounts or savings bank accounts 

Looking to the above definitions, we may say that cheques have all the 
characteristics of bills of exchange except that a cheque is always drawn on a 
particular bank, and it IS payable on demand However, we may say that ‘a 
cheque is essentially a bill of exchange but a bdl of exchange is oot essentially 
a cheque ’ 

There arc three parties to a cheque viz . (1) the person by whom or by 
whose authority a cheque is signed is called the‘drawer’, (2) the party (always 
a banket) on whom a cheque is drawn is called the drawee, and (3J the party 
to whom or to whose order the money is payable, is called the ‘payee’ Ifa 
cheque has no endorsements and has been finally presented for payment, the 
drawer himself will be a payee 

CHARACTERtSTlCS OF A CHEQUE 

Like all Other negotiable instruments cheques too have certain distinct 
features In other words, any insirunieot to be legally recognised as a cheque 
should have the following essential requisites 

1 An i/iJtrM/nrnr in nnling There cannot be any oral cheque It 
should be in writing It may be haodwntten, printed or typed Any colour 
ink may be used, but pencil wnllen and typed cheques are not very common 
Sheldon' says, that though legally admissible, if a cheque is written with 
an ordinary lead pencil, the banker would be quite justified in returning it to 
the drawer for confirmation, for Ihc reason that alteration unauthorised by 
the drawer are easy to make and difficult to detect Similar is the fate of 
type written cheques Now a days special machines are used lo preparing a 
cheque so that alteration is made difficult Writing of cheques with ball point 
pen IS also not against the law and it is m common use 

Standard printed forms are supplied by every bank to customers for 
tbeir convenience However, a customer is also free to draw cheque on an 

* Sheldon s Praettee and Lav c[ Bankmg Ifkb Edn 

* Ibid. 2 
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ordinnry piece or p^^c^C5pcc^^IlywJleIl the clicf|ijc Avnn nre not nni)al»lc 

wit!i luiii 

2 An iiiiciii liti mal ofiler A cticquc $!ioiikl be in the form of nn 
order nnd not ti rcinicM However, polite word« like‘pie m ly iiUo 
used in a tliLiiui. Use of word order* is not nceessiry Tiy’ or‘plcisc* 
r ly* J>o(]i I ml immml lo Ji» order 

The order nmsl I c uncomlitiunil Unconditiomlily with reference to n 
promissory note uk! bill of cucli inpt is npplic tide m cise of clictjiic also If a 
cliequc IS piytllc on the tondilion llul it form on the face of the clictiiic 
iicknowlcd^inp rcuipt of the money IS duly filled in it wont l>c u liwrul 
Instrimrcnf Ufnilmtt / mi / n iiml Stwi/t KiUcrii/hud (IQUO) I Q» 270f 
Contr iry to this if the instriiitions ns to signinp the rcLcipt form are addressed 
tothcpiycL (uhI not to the Innkcr then il will he tretied ns an iincondi 
tioml order I 11 /a/ {I90S) 9t 11 12('| 

3 <»i« s/i({//ic(/ /wMiAtf lilt order for piyment slioitid he 
addressed to a h inker Any ord«.r addressed to a person or to n non (*inkinp 
institution will not he considered n cheunc UneondiilomI orders issued in 
the form of chetjnes by a District Ho ml I iipinccr on llic Oovcrnmcni 
Tfcisury cannot he trcitcd as cheques Iwcause the Tnaniry Itnotitlnnk 
[Host \s loiulniCoimir} Uixltultitur and Varr x Dunk I u! (1919) 1 Kllfi78) 
Cheques miy he druvn hy one tnnlcr on another l>inkcr[U Pilhl n 
b Ayy ir (1920) n M idns KlfiJ Hut Ihnkcr’s demand dnfis drawn by one 
branch on llic Jie id o/rite or in anolhcr bnncli arc not cIuijmcs I>cciimc Ihc 
head olhu nnd all its (innehes arc not considered to l^v scpirntc institutions 
They constitute one (link and the rule IS that drawer and drawee cinnot he 
one nnd the same 

Cheques should lie addressed not only to a hanker hut to n xprel/ifd 
banker 'Ilicfc riiiy (icscicral branchesof a btnk and a cinto/ncr m supposed 
to dnw his cheque on the particular bnncli in which he holds nn account in 
his runic 

4 Ordir inuxi 11 of a ccrtahi sum t/iiu»h I A cheque should contain 
an order to p ly i sum of money and not in a commodity or scvuniics The 
sum of money ordered should be certain The isords 'Plcisc piy an amount 
to him’ is not n corrcct'ordcr The sum of money should be clc irly specified 
in words and rit.urcs both 

5 Mtiu Ic /rtud/i iiii{hrnand Hie sum mentioned must be payable on 
demand This is the mnn feature which dislinrmshes cheques from hills of 
cachanpc A cheque is always piysblc on demand immediately and without 
any diys ofpracc * It is the duty of the payee to present the cheque for 
payment immediately and sviihm a reasonable time 

If there IS no demand of money the cheque will remain incfrcctivc The 
words of Section 'Not expressid lot f payable otfiemhe than on dcnuinl arc 
important in this respect Ifno demand of payment Is miJ.. by the holder 
of a cheque the banker is not obbped to make paymcnl No lime for 
payment is espressed in the cheque, hence the holder of it docs not have to 

« Sjnjiva Rao, A ComminUfj’ e>H^* btfoibhtf IniirvoffUi Ael, "ih I Jn , 91 
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‘ri-aii fcT its isEtunn It IS, bp'otrcr, aot afD'ssETr lo 'anl“ th*' Trpias 
PaiTble C13 dcrnEDd , m a ch'qu*- fona. 

6 *!v!^ h'S!^'’d tr ih'drruer Tli* dra^Tr arts’i*“ 2 csr’Ej 

and m cnicr to cnsnrtccrlEiatt Jt js tss*irtJ23 li^t tb" cb^j* r»f>->»T7i 
sim-d h\ ti' drawr A ch^qn- not pT^iarlv ■sicn-d <hEl] b» dish'amj^ 
hx ti- bEnltr and a cb-ga* not at all *a*ni“d is mcrrJv x pj-— p^par an-^ 
has no ^ccL Si'^aicres arc coasidacd p-opar -nbcn tii-i tally Mia lii“ 
sptcmta sinnatcrcs pf li- accnnct bolder TOonl-ri -Bitb tir bsni. SIr-n£.Trr*e 
«bcru]d not b* Ttp-d ct robV? tb*^ ^bnJd V mad- in aL. 

7 PcTff Tie^srbf ccrrfi "pmn- h tdr^j- n-sl V- ptraM- a a 

certain person nani'-d tictj o' to his c^der or b-arcr In cas- of <~n*p’ T - p -;» 
b">d3“S loeel b^di-s psrtn’^dnp £ras d'-H and cos’ a e; * 0-1 n 

paste 15 tdteaalely a person. tb* p»s— tansl V an amid person and nor 
xm’nnan rn“ 

If 8 cb»qn“ IS p'tsenfd p’sM-to c* onlei ib* p-t*-is ant mdczlsd 
•B^lh Ttasonabb certaisn and h*ace a banlcr ■no Ji V jjsufj-d 33 it'irxin'' 
tb“ eiegue nnpai± Wter* vo'ds Pay sdf tr- c-d=r, or Pas to O-der’, ar* 
srntteo a th" eb^qae, jt niU b» egimtlect to Par to nr c-der or Tar to 
self and the p’-v** b» consjdnr^d cartaa. 4 ch^qn- niib lb* t'ords Ptr 
Ip r" Vtxer a*T b* paid aliboccb th* p'n** s aaa* js not sanp-a-d 
tberem 

R. Chmr s p’r>'nms. No ^ofi- Tiroro’taa of a has V^a 

prescribed bs Ian Ach*qti“D»s b*iaans fc^ ai'o''a’’ *3 ih* choTH- 
etensPst naffited aboif. Banks proad* pnai*2 cb*gj*s a '*>*rik o'" 
30 2? ^OorlOT cbequ“ foins. Estn di*gu* as anabstd end bsas lb* 
Kcotrai ntiaVr of ih» draatr BanlT. n^itr encojr*”* dreta* crtih*nnes 
on an ordmnrv pint of peper exccptia* on c^noa oseasions. Ttus p^o ests 
arnnsl frauds and forren“s a lb* HTJUnc of tieg jcs. 
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DISTtNCnON nmSlXN a CHEQ! E AND A ETOISKSORI NOTE 

Since t±i'“qu“5 and p*aiaisson nol^s bilb arcTsepniis*d ns se'''^is:bl* 
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instruments by law, the similarities in the characteristics of both these 
instruments are (I) cheques and promissory notes are always wntten 
instruments, (2) both instruments are unconditional, (3) both are written 
for some consideration, (4) rules of‘Acceptance’are not applicable to both, 

and (5) there arc no days of grace 

Inspite of these similarities, the two instruments have the following basic 
differences in their characteristics 

(a) A cheque is always drawn on a bank while a pronote is drawn on a 
person himself 

(h) Cheques are payable on demand while pronotes are payable either 
on demand or after a specified period of time 

(c) There are three parties in a cheque namely drawer, drawee and 
payee In a promissory note there ore only two parties known as a 
maker and a payee 

(d) Cheques are written to the form of on order while pronotes are 
prepared m the form a promise lo pay 

(e) With the deat/i o/wc drnHff, his bant account becomes inoperative 
and cheques drawn by him remain unpaid There is no effect of 
maker’s deet/i on the payment of a promissory note, bis heirs have 
to pay the instrument 

if) Since payment of cheques is oot related to a period of time, there is 
no need of affixing an) stomp on them Promissory notes which are 
payable afier n certain period base to be stamped adequately under 
the provisions of the Indian Stamp Act, ]g99 
(g) If the holder of a cheque docs not pfc«eni It for payment withm a 
reasonable time, the drawer is not rc/iciedthereby ofhis liability, 
while the maker of a promissory note « reheied of his payment 
liability in case the note is not presented for payment afier the 
expiry of the specified period 

(A) Cheques may be crossed bat promissory notes cannot be crossed. 

DtsTtNcrtON' nrrwcrN a cucquf and a bill of cxchange 

A cheque being essentially a bill of exchange, as mentioned earlier, 
cheques and bills of exchange have similanlics Hoth the instruments have 3 
parties, with a slight difTerenee both are m the form of an unconditional 
order and dnwers are often payees in both the instruments 

There arc however certain pecohanties, which distinguish cheques from 
bills of exchange Some of these peculiarities have been described by Justice 
Harke, m a caselaw Ram Chunm Malbck »/ Luehmee CkanJ (JS54) 9 
Moore’s PC 6 \or 14 ER 265, 223 • 

‘A cheque does not require acceptance, in the ordinary course it is never 
accept^ It IS not intended for circulation, it is given for immediate 
payment, it is not entitled to days of grace * 

The following arc the points of difference between a cheque and a bill of 
» Also referred to in fti'iil k/ ParoJjts Pm^h frattimal RM (IW4) AC 177, l$4 
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exchange 

(0 A cheque drawn to bearer pa>able on demand shall be \-3lid but a 
bill pa>ablc on demand can neser he drawn on b“arcr 
(n) Cheques arc alwajs drawn on banks while bills maj be draw-n on 
an> person 

(in) Cheques do not require anj sort of acceptance but bills base to be 
accepted before their matunt> 

(») The drawer is not retle^ed of his payment liabilit> in case a cheque 
IS not presented for pajmcnl witbm a reasonable time while the 
drawer of a bill of cxdian**c is rclicscd of his Iiahilib in case of 
non presentation of bill for pa\mcnt on the due date 
(») There is no proMsion of'dais of grace* for cheques while the due 
date of bills IS counted aftcraddxnc dajs of‘'race in the usance of 
the bill 

(u) Qieques can be crossed but bills cannot be crossed 
(ill) Protection ci\cn to collecting bankers in respect of crossed cheque 
IS not available in the case of bill> 

(iiiij Order in the cheque is re\ol.cd b> notice of d*alh or bankrupt^ of 
the customer while paMnent of bills is not affected b% such notice. 
(IX) Cheques are alwajs written oo a pnnted form provided bv the banks 
but there is no pnnted proforma for the bilh 
(x) Nostamp IS required on ihc cheques while hills have to be stamped 
adequately 

(tO Payment of cheques can be countermended but payment of bills 
cannot be stopped 

(rji) It IS not necessary to civc notice of dishonour of a cheque to 
different parties but it is an essentiality in case of bills 
(xiii) Nolios and protesting is not necessary in case of dishonour of 
cheques nhile dishonoured bills base to be noted and protested 

IV INSTRUMENTS CONSIDERED NEGOTIABLE Dk 
CUSTOM AND USAGE 

IIUNOIS 

Instruments drawn by Indians in an oriental Ian''ua«'c or a vernacular 
of India arc called ‘hundis’ The word ‘bundp seems to have orminatcd from 
a Sanskrit ‘Hund’ which means to collect the payment In ancient tirow 
‘Hundi’was the chief source of collecting payment from different traders m 
the country It was in use in medieval and muehal a^es It is said that 
construction of famous Dilwara temples near Mount Abu in Rajasthan was 
financed by Hundis drawn on theNacar Seth VastupalTejpal ofAhmedabad * 
Even to day liuudis are widely prevalent in different parts of the country 

A “hundi’IS a bill of exchange drawn by a person on another person 
who IS ordered to pay the amount of the instrument to a third person [Rsm 
Naram u Nenu Chciid (1S7 1C 225)J Thus, there are three parties in a 

* I. C Jam /niiin M stiuus B-irUr; 71 
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bumli Uic drawer, llic drawee, nml Ihc piycc Hccniiw of tin? rc<cnil)! ince 
il 1 ^ known ns bill of cuchnnpc Kill of cxchinfc may include a hiindi hut a 

liimdi does not ncccM inly include a bill of cxclnnye \HUwciiuiih if Covlttcl 

Clmilrti (AIR V>\0 C 215)1 Any document which does not li ivc three p irtlci 
If not a ’iitindi’ 

There arc several kinds of ‘hiindis* Some of them arc cnuinerutcd 
below 

1 Par^laiil IIiiiull Ifundis which arc p lyablc'.it siiht'or‘d irslnn* 
arc called ‘/Jun/imi/ hutuHt' Such hiindis arc mostly used by trivcllmg 
biisincismcn or buyers of r<io<ti htvinp Iiitli foot/will abroid flic amount 
piyiblc under it is rcjuhicd by the rule of demand and supply of money, 
hence it m ly be sold in the market at par or at premium or at discount No 
stamp Is required on It [S/kwoA, Itaiu vt Irlh /Jr/ff (AIR 1C153 Ajmer 34)] 

2 MIfiill Ifundl Also known ns ‘MuiUlut*, it Is concerned with a 
Muddat or specified period Its money is payable after a specified period of 
time t) lys of }ir ICC arc added to its period In c ilciil itinp tlic iliic ditc 
Iluiuhs of fj inohllis’period or of a slioficr period arc in much vopuc now- 
ad lys Hankers also discount such iiundis and provide finance A miidi 
hiindl a bill ofexebanje should be adcqiiUcly slampcil 

1 \haUli>y UuikU A liimdi which is piyablc to a respect iblc person, 
known as 'Sbili* is called a hiindl ‘lhah's n ime docs not appear 
on the hiindi itself but the drawee slioiild «cc ih it the 'p lycc* is i rcspccliililc 
person A shalijop luindi is not a bcircr liundi hence Hie drawee should 
not p ly It imlcss It Ins liccn endorsed properly The drawee either piys to 
the Miali or to nnollierpcrsiiti in the presence of the Shah or to Ins represen- 
inlivc *»tiah s role IS just like that of n‘eollcctinj banker' IftlicSInh bis 
c iiiscil a wronj* p lyincnl (to a wroiip person) the Shall Is lublc to refund the 
money ntoni'Wilh reasonable iiilcresl for the period williin winch llic p lymcnt 
remlined with n wronp person {Mttlluotulat Jiilmllml i't Kom 

Narayan) However, Hie driwec should ensure lint be tsmikinp payment to 
a respectable person or in the presence of siith person who is a represent ilivc 
of the Sli th flic drawee is not nl^olvcd from Jih liability to the true owner 
of Hie liiindi in case be m ikes piymcnt to a wronj' person without ccjiiiry 
{Jtua Knm iluikuriln^ vt Virlhuulni ChatUhn (IWI) Konib ly fU, 'Mf, 
II H, 194f», Kar 2761 Sli ilijop hiindis arc not ncpotnhlc instruments within 
the mcaninroflhc N I Act fAf/i/Art/jrtfa/rr Hwu Kumar (AIR 1936 Raj 
120)1 

4 NaiitJ)! fliiiull II IS (1 liiindi piyablc to the p irty whose name lias 
been silted in ihc bill or to Ins order Such tiiinihs conform to an'order 
clic<|iic’ (he Ir insfcr of'Anm/j^’lmndiscan lie cffcclcil liy endorsement iin»l 
delivery The nttcrntioii of i Namjop hundi into n Slnlijor hiindl Is n 
mater 11 ) allcrnlion within the me ininj' of Section K7 of the Nej oiinblc Insiru 
mcnis Act and the liundi ns such is rendered void 

5 DIutiillii Ihmll Anyhundi which Is paynlitc to its 't^lmnl* or 

owner is illicit Dhauljfi' Inmili It is a Ijcarcr lumih and conforms to n 

•bearer clicquc’ It can t>c conscricd Into Nimjop or I nrmmjoy lumdl by 
piitlinj' an endorsement on its luck 
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6 Farmanjog Himdt The nature of these hundis is quite opposite to 

that of Dhanijog hundis The amount of such hundis is pa>able to the order 
of the person slated in the himdi Itself hundi can be transferred 

by an endorsement and delivery 

7 Jawahee Humh In such hundis 3 person desirous of making a 
remittance writes to the payee and fomards a letter to the banker nho either 
endorses is to its branch situated at the payee's place or arranges for the 
transfer of the relevant amount 

The hundi is treated jcmabee m the sense that payee has to acknowledge 
receipt of the money on the same letter and forwards it back to the drawee 
for his inforraalion 

8 Jokhmi Hundi Hundis that ate drawn for co\ ermg nsk of the goods 
are called Jollinii hundis These hundis were used most m the import-export 
trade in olden times when there were no mechanised ships as they are to-day 
There was crcat risk in sending goods across ibe seas on small but non 
mechanised ships Jokimn hundis were used to cover every sort of risk on 
the goods to be exported and provide finance for the intervening period 
Such bundis are drawn by the exporter and purchased by a person named, 
'Hundiwala* who in turn delivers the goods to the importer manother country 
and realises the whole amount which be bad paid to the exporter 

Price of such bundis depends upon the kind of goods, condition of the 
vessel in which the goods are shipped, distance to be covered and the prevail 
teg rate of exchaose etc 

9 Zikrt Chillki ‘Zikri Chinlii* n an instrument through which a 
hundi may be accepted for honour It is mostly used in connection with 
Marwan hundis When a refusal for acceptance ofhundi is likely to cecur, 
a Zikri Chitthi 'is arranged for and addressed to some person residing in the 
town where the hundi is payable in case of any eventuality The hundi is 
paid on the maturity by the party to whom Ibe Cbiltlii was addressed 

BiSNi: DRAFTS 

Bank drafts or demand drafts (D/Ds) are the most common form of 
remitting funds from one place to another place at nominal costs Sheldon 
has defined‘bank draft’as a draft‘payable to order on demand drawn by, 
or on behalf of a bank upon itself, whether payable at the head office or at 
some other office of the bank These drafts cannot be made payable to a 
‘bearer on demand’ since jt amounts to bank notes the issue of which is 
prohibited under the Paper Currency Act. 1910 and Resene Bank of India 
Act, 1934 

The ‘drafts’ were not initially defined by the Negotiable Instruments Ad, 
1881 but later on by inserting Section 85(A) through an amendment m 1930,* 
it defined a draft ‘as an order to pay money drawn by one office of a bank 
upon another office of the same bank for a sum of moufy payable to order 
on demand ’ 

Prof Thomas sa>s,‘A banker’s draft is an order addressed by one 

> Sheldon np eti, 139 

• The Amendment Act, XXV of 1930 
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branch of a bank to another branch, or to the Head OfGce or vice versa ’• 

A banker’s draft has the following features 
(0 ft IS drawn by a bank 

(i/) It IS an order by one branch of the bank to another branch of the 
same bank or from a branch to the bead oflice or vice versa 
(til) The amount w payable to a specified person or his order 
(Iv) It IS payable on demand 
(v) It IS issued for consideration received in advance 
The person intending to purchase a draft applies to the bank by filling 
up a printed form and deposits the relevant amount plusbanker'scommission 
The banker, on the basis of details given by the customer, issues a bank draft 
and hands it over to the customer who jn turn sends it to the payee The 
rate of commission to the charged by the bank depends upon the quantum of 
the amount to be remitted 

Issuing of bank drafts and their clearing have added to the banking 
business It has provided easy remittance facilities and has avoided an 
unnecessary blockade of funds for an unduly long time 

A banker’s draft involves three parlies—a drawer bank, a drawee bank 
and a person as a payee Since different offices of a bank constitute only one 
bank, there are virtually two parties 

_ SPCOMCN OF A DANK DRAFT ______ 

No 055480 

BANK OF BARODA 
atlTTOROARII 

Nol over Rf 10 000/ 

On demand pay lo the Order of DEVKI NANDAN MISIIRA 
Rupees Ten thousand only for value received 
Rs 10,000/- 

To For BANK OF BARODA 

RANK or BARODA 

P C Street Manager 

Madras 

Entd — Accountant 



Date 6 » 1983 


LEGAL STATUS Of A DRAFT, CHEQUE OR 
DILL OF EXCHANGE 

Dnnkcr s drafts known as payment orders may also be issued by one bank 
to another bank Tlic payee in such case is not a person but a banker Since 
pnjment orders are issued by a bank upon Its account with another bank, it 
should be treated as cheque John ragcl* says 'Of course, a draft drawn by 
one bank on another, so long as It IS m cheque fonn, IS an ordinary cheque 
and treated is such in all respects * But generally speaking bank drafis arc 
‘ S r Thom« pp rit , J6t 
• Paiet » Law of Panklnf, ISl 
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not issued on other banks, they are issued on its own branches, and the payee 
IS not a banker but a certain person, so it cannot be regarded as a cheque 
Ccrlain case laws support this argument In Bank of Baroda vs Punjab 
National Bank {AIR 1944 PC 58), it was held that a banker’s draft was not a 
cheque In Sugan Chtind & Co \s Brahmayya&Co (AIR 1951 MaJ 910-912) 
Justice Panclipakesh Ayyer, also held that a draft was not a cheque on two 
grounds 

1 A draft cannot he drawn by a private individual 

2 Payment of the draft Cdnnot easily be countermanded either by the 
purchaser or by the drawee bank 

On the other hand, it may be said that a'bankdraft’is a'hill of exchange’ 
because of their resemblance On the basis of nieaniag ofthe bill of exchange 
within Section 5 \vc can say that a bank draft is a i<-riUen instrument, contains 
an Mflcoudi/m/iaf or</ef, IS jigMcrf by the maker (a bank), has to be paid to or 
to the order of a ccriatn persoa (a baaker). tavoWes payment of certain sum 
of »io«e} 

This has also been supported in certain case-laws In State Bank of India 
ir Jyott Ranjan Ma'umdar (AIR 1970 Calcutta 503), Juttice \ C Gupta held 
that 'For certain purposes the branches and head othce of a bank are treated 
distinct entities Since m a demand draft, branch of a bank and if Head 
Ofhee are drawer and the drawee having diflerent entities, it may be treated 
as a bill of exchange ’ In 5 Y Sfiukla vs The Punjab National Bank Limited 
(AIR. 19d0 All 23S), *he Allahabad High Court held that a bank draft has all 
the requisites ofa bill of exchange and hence it may be termed as a bill 

Inspite of all these View points, there can be a midway A cheque is 
also considered a ‘bill of exchange’ within Section 6 ofthe Negotiable Instru¬ 
ments Act and It IS not prescribed in the definition that a ‘private person' can 
be drawer of the cheque and not a banker 

Accordingly, it can be said that a draft is a cheque (Sectioo 6) and is 
ultimately a bill of exchange (Section 5) 

The provisions ofSections R5 and 131 of the Negotiable Iiistrumcnls Act 
provide statutory protection to paying, and collecting, bankers against any 
forgeries m endorsements and crossing of cheques Sections 85(A) and 131(A) 
have been inserted in the Act through different amendments to accord protec¬ 
tion to banker’s drafts too These amendments tell us about the nature of 
the draft 

Section 85(A) ‘Where any draft drawn by one ofiice of a bank upon 
another office of the same bank for a aim ^ money payable to order on 
demand, purports to be endorsed by or on behalf of the payee the bank is 
discharged by payment m due course * 

Section 131(A) ‘The provisions of this chapter (Section 131) shall 
apply to any draft, as defined la Section 85(A), as if the draft were a 
cheque ’ 

Thus, the banker’s draft has been treated as cheque (but not at par with 
cheque) m the matter of giving statutory protection against forged cndorsc- 
‘ Section 131 provides statutory protection to collecting back against forged 
crossing 
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cjenls and crossings The /egislatare white making tew must have felt that a 
draft should be treated as cheque for certain specific purposes only and not 
always Drafts may be better regarded as promissory notes* but if the payee 
insists the instrument may be treated as a biH of exchange 

CANCELLATtON OF A DRAFT 

The purchaser of the draft has a right to get his draft cancelled and 
obtain the amount if he so likes but he can do this only when he has not 
actually delivered such draft to the payee (a third party) because till Us 
delivery to the payee the contract on the instrument remains incomplete and 
revocable A banker should easily accede to such requests of the purchaser 
provided he has ensured that the draft has been returned back to the bank, 
that It does not’bear any endorsement by the payee and that the purchaser has 
endorsed the draft 'Received payment by cancellation', under his signatures 
ID conformity with the relative appplication to the draft so cancelled 

However, if the draft has been delivered to the payee and is returned 
subsequently to the purchaser, the bank should seek concurrence of the payee 
also for concellation of the draft In ^ hf Shuklaxs The Pimjab Nalional 
Bank It was held by the Court that after the draft had been delivered to 
the payee, the purchaser’s right became disputable and in order to have 
effective discharge from liability, constant of the payee should have been 
sought prior to cancellation of the draft In bfaihai <5 others vs Palai Central 
Sank Ltd (in liquidation) (1962 cc 1122) it was held by the Kerala High 
Court that where a draft had been purchased for transmission of the money 
from one place to the other place, the issuing bank held the money m a fidu 
ciary capacity nnd that the relationship was not only that of ordinary debtor 
and creditor but was also of a trustee Same views were held in /tew Bank of 
India \s Pcarey la! (AIR 1962 SC 1003) 

LOST DRAFTS 

^Vhere a draft without endorsement has been lost by the purchaser before 
it IS handed over to the payee, the former should report this fact to the issuing 
banker who, in turn will intimate the drawee bank not to pay the draft if 
presented on the basis of forged endorsement on it The drawee bank should 
return the draft to the yicrson presenting it and state 'Draft reported to haie 
been Jos/ Pa\ee's endorsement TcqairesvtrtficaSion' If the draweebink does 
not take proper prcciution against presentation of draft by a wrong person 
It may be held liable for the negligence [Vahk Barkat At! vs Imperia! Bank 
o/tedifl (1945) 15 Camp Cas lOSJ 

tli’herc a draft bearing forged endorsement falls in the hands of a ‘holder 
m due course', he can enforce payment against the bank and the purchaser 
will have no remedy m law 


• Justice A C Curt* in Srau ffank of Mia m lyort Katilan hftrumJjr pointed out 
that* nee the drawer and the d'awee in m draft are ihe same person, the draft is more 
Jn the nature of a promissory nolc 
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purchaser's right to stop PA'iJJITJI 

The purchaser's Tight to stop pa^'meot is cnTorceaWe sd Josg as the 
draft has not been delivered to the pajee Once ibe draft is dehvered to the 
pajee the purchaser loses such nght and cannot get the draft cancelled In 
Tukaran' Bapujs Nilani if The Br^aum Lid (AIR 1976 Beaib33 IE5), 
the Botnbaj High Court held that once the draft had been delisercd to the 
po) ee cr hs ogenr, the purchaser's ncht became extmet la Jj^dish Mills 
Lid \s I T Commissipner (AIR 1959 £C S160h the Supreme Court held 
that uhcre the panics v,crc situated at hvodistani pieces and the draft eras 
sent b> post, this action uouM coastitute tlie post oEBee as an ‘agent of the 
pajec' and consequently hujer’s nehl to stop payment would become exiinci 
Esen if the purchaser has not reccised adequate cons deration or is dissaiisEed 
ntlh Ibe bargain be does not hate any zigbl to stop payment f 1 /c/jI Bsrhai 
^/i If /irpfrin/Banl o//rAo {19'^5) 15 Camp Cas lCi8] 

ISSUE OF DUPLICATE DRAFT 

TVhcrc a draft has been lost in the bands of the purchaser and the later 
requests the banker for issuance of the duplicate draft the banker should 
ensure that the request is cenuisc, that the draviee bask has conSnned son 
payment of the draft, and that the buyer has furnished an indemnity bond 
duly signed 

Ifeseiy thing u ainght a banker should issue a duplicate draft to the 
purchaser The banker ts obliged to do so under Section ^5(A) ofihe Kegon 
able Instruments Act, whicb applies to bills of exchange (a draft is also a bill 
ofexchancel {State Bank of India is J)oti RoryTi JI/ani,T^jr, /P7£3) 

D/tlDENP WARRANT 

Joint stock companies issue dwidend -n-arraots to its shareholders m 
payment ofthrir respective shares in the company’s divisible profits to ■ahich 
they are entitled In the words of Sheldon. *A dividend wanant ts a draft 
issued by a company directing its bankers to pay to a named member of tne 
c£-is‘piiny share Tif ibe AufjbJe pn^Bss ’* 

A dividend warrant js not always a negotiable jnsirumenl. It mav be 
issued in the form of a ‘cheque’ or in ihc form of a ‘rcotipf In the former 
case, dividend warrants are treated Me ordinary cheques and hence they are 
negotiable. In the later case they ®re not considered negotiable inslrumenls 
For considering any instnimeot as neeoDable jnstrument, we have to 
depend on the egstoms and usages prevailing among the mercantile com 
munity Dividend warrants too, whether they be m the form of cheques or 
receipts have been trcaied &t par with cdiequcs by the mercaniile community 
Sir John Paget is of the view that recognition should be accorded to mercan¬ 
tile custtna relating to dividend warrants and courts should not denv then 
neeotiability Chalmert says that if nothing contrary exists, dividend warrants 
may be included m negotiable instnnnent* 

Most cf the joint stock companiesissue dividend warrants in the form 


Sheldon, ep at, ISO 
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of a ‘receipt’ These warrants may be encashed at any of the offices of ihe 
company’s banker Dividend warrants can be crossed like cheques and (hey 
can be transferred by endorsement and delivery Collecting and paying 
bankers should take all the precautions in connection with dividend warrants 
which they are required to take in case of cheques 

If dividend warrants are negotiated they must be signed by the person to 
whom they arc made payable 'Per pro’or'per procuration’signatures are 
not valid, hence an agent should not sign the dividend warrant An authority 
to Sign and endorse cheques does not mean that the agent is authorised to 
discharge dividend warrants too If there is any particular place on the 
warrant for signatures, the proprietor of the instrument should sign in that 
particular place and in no other Signatures are required for its discharge 
even when such warrant IS payable to the payee or bearer By mercantile 
custom, dividend warrants payable to joint payees are discharged by (he 
signatures of only one of the payees 

SPECIMEN OF A DIVIDEND WARRANT 

D W No JK3040 
L F 755-6 

INDIAN OVERSEAS BANK 

BOMBAY 


Code No 117 
Valid for Six Months 


Pay to or <o the order of Dr K H Raj the 
suAofRs 1550 50 (Rupees Thirteen buodred fifty 
and paise fifty) only 


THEJ k CEMENTS LIMirCD 
Arvind Sinshasia 
(Manasiog Director) 

Payable at par at branches of Indian Oveneas Bank in India 
This warrant must be discharged by the payee and presented to Registered Olf ce 
of the Company and it should be duly d/Kharged as per the specimen AH endonemeott 
by thumb impressions, marks etc, must be verified by a JP or Magistrate under his 
oTcial seal 

irmiFCST WARRAVTS 

‘Interest warrants are drafts for the payment of the fixed interest due on 
government stocks debentures, loan stock and so on ’ (Sheldon) In India 
•interest warrants* arc issued periodically by joint stock companies. State 
Governments and Central Government for the payment of interest to the 
public on dilTerent delts Ever) inlcresl warrant, like a dividend warrant, has 
a counterfoil attached showing (he gross amount, the rate and amount of 


Bontxy. 

Date 25ih Feb 1984 
WartaniNo 5040 


Amount Payable 


For and on behalf of 
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income tax deducted therefrom sod the net amount oftbe pajment TheS^ 
counterfoils provide, a proof of amount of income tax deducted at source 
The recipient can produce this proof before the mcome tax authorities for 
getting relci'aat tax credit or refund, xihatsoever it be 

If the‘mlercst warrants’have been dratsn in the cheque form, thev can 
be crossed and endorsed like cheqoes IFoncicr, if these are not m a cheque 
form, they cannot be treated as negotiable instruments ‘Per pro* endorse¬ 
ments arc not allowed The owner should sign himself and not Ins agent 
unless the issuing compan> prosides this specifically In case of joint payees, 
all the payees should sign the instrument for obtaining payment Thus, 
interest warrants are analogous to dividend warrants. 

POSTAL ORDERS 

*It is an order of the Postal department authorising the pavmcnt 
of money specified therein lo a certain person at aov Post office of the 
country’ Postal orders cannot be treated as cheques or bills of exchange 
because they are drawn hy one post office on another post office 

Postal orders are a convenient and safe means of remitting moderate 
amounts to the payee These can be purchased by paving amount of the 
postal order plus Its normal commission The foil and counterfoil ofevTry 
postal order are serially oumbered. the payer has to £11 m the name of the 
payee and name of the post office of payToeat The amount of the order is 
pnnted therein They are usually of small dcnominatioas and are valid for 
Six months The counterfoil of the order should be detached by the paver 
and retained for ftiture records In the event of aov enquiry or claim coo»n3 
log a lost or stolen order, the counterfoil has to be produced before the 
postal authorities 

postal orders may be crossed in the same v\ay as cheques in which case 
the payment will be made only through a bank The words, ‘Not Negotiable’, 
are printed on rvciy order vibirb means that a holder cannot obtain a belter 
title than his predecessor Crossed postal orders have to be presented for 
payment through a banker It involves great risk for the bankers to collect 
the amount of the postal order because if the postal order turns out to be a 
defective instrument, the post office may ask the presenting bank to refund 
back the amount In order to avoid mks, bankers ask the customer to sign 
his name on the postal order so that the customT is held responsible and 
not the bank for a defective title Postal order is considered to be a ‘quasi- 
negotiable* inslrumenl 

BILL OF LADING 

A'bill of lading’15 a document wherein the shipping company gives its 
official receipt for goods shipped in one of its vessels, and at the same time 
contracts lo carry them to the port of destination It is also a document of 
title to the goods and as such is freely transferred by an endorsement and 
delivery It is not a fully negotiable mstniment [McM liajal JJian rs 
khair Dm (1937) Lab 892] Hence, the holder in due course cannot get a 
better title of than that his predecessor A bill of lading signed »ilhout any 
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quaiiTying cbusc ts called a 'cfcin’ bitf of lading and is considered to be n 
proof of the fact tint the rchtivc goods when loaded were in good condition 

TARTICS TO A NEGOTIABLE INSTRUMENT 

One cannot imagine of any ncgolnble instrument devoid of parties The 
rights and duties or Inbihtics of any parly could he well decided only when 
one IS quite aware of the role of different parties in a pirticulir instrument / c 
in a promissory note or in a hill of exchange or in a cheque The number of 
dilTcrcnt parties is not eqinl tn all the three instruments yet some of the 
parties nre common We describe here the rote of different parties 

PARTIC*; 


1 roniis'ory Note 1 

1 Ilill of Lxchafleo 1 

1 Cheque 

1 Maker 

J Drawer 

1 Drawer 

3 Payee 

2 Drawee 

2 Drawee Dank 


or 

3 Payee 


Acceptor 



3 Payee 



MAKrit OR DRAWfR 

The person who signs a promissory note is called the ‘maker* while m a 
bill of cxclnngc or a cheque he is ciUcd a‘drawer* (Section 7) No instru* 
ment can be complete without signatures of the 'maker* or a 'drawer* 
[Joseph I)ke anti Sons i J Kcilmuuli (AIR 1959 Cal. 328, 354)] Generally 
the word‘maker’IS used not only on pronotes but on nil the negotiable 
instruments while the use of word 'dnwer* is restricted to bills and cheque 
only The liabilty of the maker of a pronotc is absolute and primary 
whereas the habiJily of Ihcdnivcr ofa bill is secondary and conditional He 
becomes surety for payment by the drawee 

DRAwre 

The person on whom the instrument is written or svho is directed to 
pay IS called the drawee In promissory notes, there is no 'drawee* because 
the maker himself has to play the role of a drawee In a bill of exchange the 
drawee may become an acceptor when he accepts the bill drawn upon him 
The drawee's liability in a cheque is direct one while that in a bill, starts only 
when he accepts the bill It is the duly of (he drawee of the cheque to honour 
it if he has in his hand sufficient funds of the drawer In default of such 
piyment, the draivec has to pnc due compensation (Section 31) There may 
be scscral drawees in a bill but there can be only one drawee in a cheque 
The‘drawtr’may also be a 'drawee* in an instrument In ease a drawee 
being a fictitious person ora person not having capacity to contract, the 
holder may treat the instrument at his option either as a bill of exchange or 
n promissory note (Section 17) ‘ 

* lliltbury s Ltr»i af tjiglanJ, \ol 111, 3nl Cdn . t(S-47 
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THE DRAWEE IN CASE OF NEED 

Where the drawer is doubtful about the capability of the drawee to 
accept the bill, he can as a precautionary measure introduce another drawee 
as a standby Not only the drawer bnt an endorser may abo introduce such 
name in a bill of exchange Such person newlj introduced is called, ‘Drawee 
in case of need," ‘Refrec in case of need’, ‘case m need’ or ‘case of need’ To 
quote Sec 7 of the Negotiable lostniments Act ‘WTien in the b 11 or in any 
endoj^emcat thereon the name of any p'non is gnen m addition toih* 
drawee to be resorted to in case of need, such person is called a ‘drawee in 
case of need* Thus, a bill cannot be said to be dishonoured, until and tulle's 
It IS also dishonoured by the‘drawee 10 case of need* According to Section 
116 of the Negotiable Instnimems Act a drawee in caseof n»ed mas accept and 
pay the bill without previous protest This does not apply to proraissorv 
roles and cheques 

ACCEPTOR 

An acceptor is a person who accepts the biHor goes his assent on the bill 
According to Section 7 of the Negotiable fnstranienfs Aci,‘Aflcr ihe drawe- 
of a bill has signed hiS assent upon the bill, or if there arc more parts th-rcof 
then one, upon one of such parts, and debrered the same ot given notice cf 
ji/fA JWfl/ttjf to the holder Of to some person on bis behalf, he is called tie 
acceptor ' Thus, a drawee becomes the acceptor This partly exists in bills of 
exchange only and not in other negotiable jnstrumeou Where there are 
seseral drawees of a bill who are not partners each of such drawees canaccept 
his part and shall be held liable for his part only (S*et)0ii3i> Otherwise 
an acceptor is responsible for the payment of the whole amount of the bill 

AN ACCEPTOR TOR HONOUR 

Such party may exist in bills of exchange only Asa rule adraweccan 
accept the bill but Section 7 of the Negotiable Inslrumccts Act provides, 
‘When a bill of txchaOge has been noted or protested for non acceptance or 
for belter security and any peison accepts i* *supra pro^esi^ for honour of the 
draweer or ol any one of the endorsers, such person is called an'Acceptor 
for honour' The person, w-bo has decided to give acceptance for honour, 
should specifically write on the bill for whose honour he is accepUag the bill 
eg., ‘Accepted for honour of Murli Manohar, the drawer’or‘accepted for 
honour of Sbvam Mehta, the drawee.* Tbs person acting as an acceptor for 
honour IS usually an agent or represcnlainc of the drawee or the endorser and 
Ibis method is mostiv adopted in case of foreign exchange bills so that loss of 
time, money and goodwill could be avoided The Negotiable Instruments 
Act governs the rights and liabilities of the acceptor for honour Such an 
acceptor stands in the «;hoes of party for whose honour be intervenes ‘He 
binds himself to all parties subsequent to the party for whose honour he 
accepts’ Tbe following conditions roust be fulfilled for bolding him liable : 

1 Acceptance or payraem of bill hyihird person after protest for non acceptance 
or non payment 
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1 The bill must be presented to the drav ec for payment at matunly 

2 ir it IS dishonoured, ii must be noted and protested for non payment 

3 It must be then presented to the y<ecfp/(jr j'/prapro/«f for honour 
not later than the day next after the day of sneh dishonour 

All prior parties to the party for sihich he accepts, arc bablc in their 
respective capacities to compensate the acceptor for honour for all loss or 
damages sustained by him m consequence of such acceptances lie is enUtJed 
to recover all amounts from the person for whose honour be accepts even 
though the acceptance be given without the order, or the knowledge of such 
person 

An acceptor for honour of an endorser can plead that the signature of a 
prior endorser is a forgery but an acceptor for honour of the drawer cannot 
plead so The latter is liable even when the signature of the drawer is forged 
01 the bill is drawn in favour of a person non existent 

ENDORSER 

‘Endorser' is a person who signs on the back of a negotnblc instrument 
for the purpose of Its negotiation The meaning of words ‘endorse; is also 
reflected in some foreign legislations Where a person signs a bill otherwise 
than os drawer or acceptor, be thereby incurs the liabilities of an endorser' 
Section 35 of the Indian Negotiable Instruments Act, mentions the 
liability of an endorser Accordingly an acceptor is bound to compensate the 
loss to all subsequent holders that may be caused due to dishonour of the 
instrument be it a drawee, acceptor or maker The endorser can exclude bis 
liability by express words m the endorsement itself 

ENDORSEE 

‘Endorsee'IS the person to whom or to whose favour the instrument is 
endorsed or transferred The parties like ‘endorser and ‘endorsee’ do not 
exist in all such instruments which arc marked 'not transferable’ Cheques 
having a not negotiable’ crossing may have limited number of endorsements 
so the number of these parties is alsosiuall 

PAYEE 

'Theperson named in the rnstrument, to whom or to whose order the 
money is by the instrument directed to be paid is called‘the Payee’(Section 
7) Generally the drawer himself is a payee (in cheques and bills of exchange) 
while m a promissory note the drawee is a payee A negotiable instrument 

mav be made payablctotwoormorepayccsjointlyoralternaUvely toonc 
oftwooroneofsomeorscvcral payees (Section 13{2) of the Negotiable 
Instruments Act) 

HOLDER . , ., 

Anv person who holds a pronote, or a bill or a cheque m his own right, 

,s caiw Ite •IK’IJ''' 

, Section '6 of the British Bill* of Eschaote AcJ. MSI. 
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or bearer of an instrument > According lo Section S of the Negotiable 
Instruments Act, the ‘holder* of a promissory no*e, bill of exchange or cheque 
means ‘any person entitled in his own name lo the possession thereof and to 
receive or recover the amount due thereon from tfic parties thereto ’ 

The following arc the conditions for a person to become a 
holder 

1 He should be entitled lo possession of the instrument in his own 
name 

2 He should have right to receive or recover the amount 

3 Hi'pcs'tssion of the tnstrument should be dejure and not ncces 
sanly de facto 

The fust requuemcrit «that a person should be entitled lo possession but 
actual possession is not necessary Thus aperson can’t be ajholder, who though 
m possession of the instrument, but is not entitled to possess the instru 
ment A thief of a stolen instrument or a/inder of a lost instrument payable 
to the bearer cannot be holder, for the reason that inspite of the possession 
of the instruments they are not entitled lo them The person should be 
entitled in his own name either as the payee or as endorsee nr as bearer (if 
the instruincnt is payable lo bearer) Here the law docs not recognise the 
doctrine of’Scnami’ transaction in negotiable instruments In Sarjoo Prasad 
ij Rampiyan Devt {AIR 1950 Patna 493). the plainlifT had advanced 
a sum ofRs 2459 undera note but the note was not executed m the name of 
the plaintifT, but in the name of one *X’ who was a name lender or a 
‘bcnamidar’ On maturity the plamtifT could not bring any action to recover 
the amount on the ground that since the note was not m his name, he was 
not a ‘holder* 

The person though in possession of an instrument cannot be called a 
holder if he does not have (he right lo recover (be amount of (he instrument 
from the parties concerned A thief cannot be a holder but a heir of a 
deceased holder or any other person becoming entitled by operation of law is 
a holder A Joint Hindu Family firm may become a holder ofa pronotc, if it 
IS made m the firm’s collective name and all the adults of the family may 
jom a suit to recover the amount 

Where a note, bill or cheque is lost or destroyed, its holder is the 
person so entitled at the time of such loss ot destruction {Section 8 of the 
Negotiable Instruments Act) Such a holder has good title and can bring 
action not only against the thief but also against the subsequent holder unless 
such person proves that he obtained it bomifide, for value and without notice 
of defect 

TYPES OE HOLDERS 

There are three descriptions of the term ‘Holder’ These additional 
descriptions are necessary to make the cinailation of negotiable instruments 
more easy •— 

1 'Holder only' or 'Mere Hohler* A person who acquires a negotiable 


> Section 2 of tbe Bntidi Bills of Exchange Act, 1882 
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ifjsfi’ument by forgery or theft, IS a'holder only’ or‘mere holder’ and docs 
not have any right to possess it m his name The real owner can rcco>cr the 
instrument from such holder 

2 Holier for iolite Where a saluc has at any time been piicn for the 
instrument, the holder of such mstnimcnl or alt subsequent holders would be 
deemed to be the ‘holder for value’ It is not necessary that the present holder 
should obtain the jnstrumenl for value The value should have been given only 
once by the party himself or by any of the prior parlies Thus, if Mohan Lai 
draws a cheque in favour of M s ShriLnhan S. Sons for the purchase of goods 
valued Rs 1200 and the firm Shrikishao A. Sons donates it to the rxime 
Minister Relief Fund or to the Tirupati Devasthanam Trust, the recipients 
although have not paid value will be deemed to have obtained the cheque for 
value But if Mohan Lai himself draws a cheque for donation to the relief 
fund, the holder will not be deemed tohave reccncd the cheque for value or 
for anyconsideration 

3 Ifohicr in Due Course A holder for value cannot always enforce his 
instrument* and this gives rise to a thud category of a ‘Holder’ Any person 
who IS a lawful holder of an instrument IS termed as .a holder in due course 
According to Section 9 of the Negotiable Instruments Act, ‘Holder in due 
course means any person who for consideration became the possessor of a 
promissory note, bill of exchange or cheque if payable to bearer, or the 
payee or endorsee thereof, if payable to order, before the amount mentioned 
m It became payable and without having sutlicient cause to believe that any 
defect existed in the title of the person from whom he denv cd his title ’ 

A holder in due course must satisfy the following conditions 

(1) He should possess (he instrument for consideration 

(2) He should have obtained the instrument before maturity 

(3) He should be a possessor of a ’bearer’ instrument or a payee or an 
endorsee of an ‘order’ rnstrument 

(4) The predecessor s title to the instrument should not be defective 

(^) He should have obtained the instrument without having sufficient 
cause to believe lhat the toslrument was defective 

(6) The instrument must becomplctc and regular on its face 

COS-SIDERATION 

T?w w/.w.vwflr .wi'W ivjie hrAO edvia.wd JCwrrnA'df/ajifvn AT Cvr wire 
Gratuitous promises are discouraged 'Consideration’is an essential element 
that must exist in a contract under the Indian Contract Act, 1872 Since a 
negotiable instrument is also a sort of contract it must be supported by consi¬ 
deration The consideration must fulfil all the conditions prescribed by the 
above Act, that is, the consideration should be real, must be at the desire of 
the promisor, may be past, present or future, may be an act of doing or 
abstaining from doing an act, consideration may not be adequate but the 
consideration must not be unlawful etc. 'Thus, if‘B’ receives a cheque for 
Rs. 500 as a gift from its drawer'A*, the instrument will be deemed to be 
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\Mthout coDsidcration and Ibcrcforc *B* mil be onI> a ‘hclder* but not tt'c 
‘holder m due course’ There arc ctrtara relaxations for the cousidcrationm 
the negotiable mstmtocnls as agamst an ordmar> contract The> arc, 

1 Consideration is alnajs presumed to ha\ c been gi\cn 

2 ^\'blIe suing upon a party, it docs cel inaUfr from nhora tie com 
deration mo\e5 

3 Consideration may have been psco by anv of the parties in the 
chain I c by lbs holder bimsclf or by any of preceding parties of the 
instrument 

BETORE MATURtra 

This condition specially applies to instrumems payable after a penod of 
lime The instrument must have been obtain'd by the holder'fr/ore j' 
heceme pa^al}lt' which means that if a bill ora note is taken after its tnatunty 
the person w bo tales it does so at his own peril because, one do“s not get a 
better title if an oierdue initnuDeot has been transferred to him. It isjast 
possible that the instrument must have been already dishoaoured at matnnty 
or previously lost or stolen The instrumco! slops to be negotiable after its 
maturity and hence its holder cannot become a holder lo due course He only 
gets the rights of his transferor 5errion 59 of the Negotiable Instrucients Act 
lays down,‘The holder ofa negotiable imtrsotest. nbo has acquired it after 
dishonour, whether by non acceptance or non pavment, with nctics thereof, 
or after maturity has only, as against tbe other parlies, tbe niihts thereon of 
his transferor ’ But cheques, or promissory notes and bills pavable on demand 
become overdue only when a demand for the payment has b^en made 

?OSS!S«OR OR rAYE£ OR EKtJORSEE 

In case of a‘bearer’instrument, a person cannot be a holder in due 
course unless he is a possessor of the same la case of‘ord-r’instrum-nts 
too, the person should either be a Payee'or an ‘endorsee’ of it. Thus a 
person taking an order cheque without an endorsement m his favour caunol 
6e a fawfii/horrfer 77e flofefer m dbe course is a possessor lo af/ ca«s 
whether it be a bearer or an order insiniment because transfer is not complete 
until both endorsement and delivery arc effected 

NON EAISTENCE OF DEFECTIVE TTrU! 

No defect should exist in the title of the transferor of the instrument, 
that IS, it should not have been obtained by the transferor bv making forgerv 
or fraud in the acceptance or endorsement of the instnimenu However, 
existence of any defect in tbe lilJe of ihc predecessor’s predecessor does not 
affect a bolder in due course 

surnciEKT CAUSE oe belief 

The person holding the instrument must have taken it m good faith and 
with due care and be should not baveany suffieient cause to bebei e that the 
title of the transferor was defective If there is slightest doubt that the tiil- 
is defective mere good faith won’t do Tbe person taking tbe mstroment 
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should use due carc, should find out himsclfby tnaking proper enquiries that 
Ihc lillc was really defectJie orit wasa meredoubt In Raghayt \s Naraln- 
das (1906) 8 Bom LR921, JusliccChandavarkar of Bombay High Court held 
that one ‘would not be acting m good faith if, when there is something which 
arouses his suspicion, or there is something wrong in the transaction, he shuts 
his eyes to the facts presented to him and puts the suspicion aside without 
further inquiry Thus there should be a proper mie of both good faith and 
care A good faith without carc is not a good faith in law » The Indian Law 
must have been influenced to a great extent by the judgment in Gill 
^s Cuhbii, 1824, where th* norm of‘reasonable care’ was much emphasised 
VIS a VIS the long established rule of good faith 

But the holder need not be a police detective in inquiring about the 
defective title In Jwata ffmif. Ltd ts Habib Ahmed, 1952, it was held that 
there was no sufficient cause to believe that the transferor’s title was defective 

COMPLEIE AND HEGULAR INSTRUMENT 

The instrument should be complete and regularontheface of it Although 
Section 9 of the Negotiable Insttuments Act does not lay down this require* 
ment specifically, yet it is an implied law The transfer of an inchoate 
instrument cannot be valid and the bolder cannot be termed as a holder in 
due course In Tarachand Ktialram rs Sikri Brothers (1953) 55 Bombay LR 
231), one Han Ram obtained a Joan of Rs 5 000 from the plainfilTind gaie 
a blank hundi for that amount signed by the defendants (on whose behalf 
Han Ram acted) The pfaintifT corapfeled the hundi making himself i!i* 
payee and got it discounted with his bKink On maturity the hundi was 
dishonoured The defendants proved that Han Ram had obtained the hundi 
from them by fraud It was held by Justice Chagla oftheBombiy High 
Court that the phintiff was not a holder m due course 

Though Section 20 giies a/»rim<7_/tic»e authority to holder to make or 
complete to incomplete inslnimcnl but such authority cannot exceed the 
stamp which appears on the instrument Unstamped instruments and other 
mcompl>.te instruments remain out of the puniew of this Section The words 
‘On the face cf il'also include back of the instrument When an instrument 
is materially altered or bears un authenticated cancellation' r erasures or it is 
significantly torn up or mulihted, it shall be known ns an incomplete mstru* 
ment arS the holder tbereof cannot be treated as a holder m due course 


' In cult rs Cuhbn (182-t) 5, D & R 324 Juslice Lord Dayle) obsened Ii appears 
to me mrierol for the iniernis of trade to by down as a rule that a party exnnol rn law 
be considered to act bonafidi or with due caution and due diligence, if he taVes a Nil of 
eichanye from a person whose features alone he knows without knowing whtt his name 
is where he lives or whether he is a person with whom he has been in the habit of 
trade' 

lie further added If we were to say that in diis instance ihere hid been due cau 
non it should certainly be tisme treat facility lo ihe disposal of the bill of exchante 
which have been lost or stolen by persons who have found or deJiberarefy ohramed 
them * 
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PRIVILEGES OF A HOLDER IN DUE COURSE 

The general role, as expressed m the Latin Phrase ‘nemo dot quod hnhet' 
ino one can gise A\hat he has not got) has been medc inoperatisc on ncgotia 
ble instruments Because this lass, as evident m sale contracts, if made 
operative with full force on cheques, bill etc , it will piacUcall> maXe them 
worthless Any flaw m the title of anyone involved in the long chain of 
negotiations of instruments would depme all successors of their right to 
sue on the bill A‘bolder in due course’ has therefore, been given certain 
special rights 

1 Estoppel asuinst stamped but uiehoaft tnsfnimen! A jjerson who has 
signed and delivered to another a stamped but an inchoate instrument is 
estopped frora asserting as against a holder in due course that the rnstrument 
has not been filled in accordance with the amhoniy given by him provided 
the amount docs not exceed the stamp (Seciioa 20) 

2 i'lm prior porn rcnmins/lofi/e Every prior party to a negotiable 
instrument >r, the malcr or draner, aerator and endorser, continues to 
remain liable to a holder m due course until the instrument is duly satisfied 
or discharged (Scclion 36) 

3 Acceptor cannot escape liobiliiy ^Micre a bill of exchange is drawn 
by a fictitious person and is endorsed in the same hand as drawer’s signature, 
the acceptor cannot escape liability as against a holder in due course on the 
ground that such name was fictitious (Seetion 43) 

4 not affected by a eonJitional cr special purpose dehren 
Other parties liable to a bolder to due course cannot escape Lability on the 
ground that the delivery of the tosirument was conditional or for a special 
purpose only (Section 46) 

5 Net effected 5» the fraud cfpnor pontes A holder in due course and 
all other parties subsequent to him get a Iwlier inle to the instrument even 
though it was oblained by fraud by hts prior parties, provided the holder m 
due course was not a party to such fraud (Secliou 53) 

6 Not affected by mlimful means and unfmffuf considerations The 
persons liable to 3 holder in due course cannot escape his liability on the 
defence (hat the instrument had been lost by inn or was obtained from him 
by means of an oR’ence or fraud or unlawful consideration (Seetion 5S) 

7 FaiouraWerresvmptitmbi l/m Unless proved to the contrary, 
every holder is presumed to be a bolder in due course (Section IIS) 

8 No denjnJ of loliditi and OriginnJiii of the Jnslniment The validity 
of the instrument as ongmally made or drawn tannol be denied by the maler 
of a note, drawer of a bill or cheque and the acceptor ofabillfor honour of 
ihe drawer (Section 120) 

9 Fat ee's capacil) to endorse not gaeslicmable Ko inalcr of a noteand 
no acceptor of a bill ‘payable to order* is permitted to deny the payee’s capa¬ 
city, at the dale of the instrument, to endorse iL (Section 121) 

10 Estoppel asamst endorser to deny capacitt of prior parties No 
endorser is permitted to deny the signature or capacity to contract of any 
prior party to the instrument (Section 122) 



f^egoilable Instrumenis 191 


RIGHIS OF A nOLDUR AND A 1101 DLR IN DUL COURSE 

A holder of a negotiable Inslrumcnl cnjo>s the following righls under 
the hw and the holder m due course also avnils such rights by virtue of his 
being the holder lirst It m ly be said thtt a holder m due course also gets 
ordinary righls besides the privileges available to him 

1 He can convert on endorsement in blank to endorsement in full. 

2 He IS entitled to cross a chequi either generally or espccnily or with 
the words not negotiable 

3 He enn negotiate a cheque to a third person if such negotiation is 
not prohibited by the directions given m the cheque 

4 He enn demand a duplicate copy of a lost cheque 
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ENDORSEMENT OF 
NEGOTIABLE INSTRUMENTS 


lostruments can either be transferred bi negoUstioa as p’tJMdcd la the 
Nesotiable Instruments Act, ISSl, or bj a«ieiun*nt under ih* Transfer of 
Properly Act, 1ES2 Promi'sorj notes, cheques and bill» arc mostly transT^ired 
b> ncrotiation Section M* lass donn When note, bill or cheque is irans 
ferred to an\ person so as to constitute that p-rson the bolder thereof the 
instruicent is said to be negotiated So ‘Decollation* is a mon common 
eharactenstic of the oecouable insinimenis In terms of Seaion -47, bearer 
icslrumeDts are negotiable bj mere cJelner> but ‘a negotuHe inshumeut 
pajmble to order IS neeotiable b> the bolder b> eDdorsement and dehverj 
thereor (Section 48) As a matter of safety most of the instruments axe 
made payable to order’ and tberefon ‘eodofsemeot’ is an cssrotia] coroJJaty 
oftbeir negotiation 

MEANTNO OF ‘efDORSEMENT* 

Ihe nord‘endorsement'IS said to bave been derived from the Latin 
word ‘indor«um' tneatunc ‘upon the back’ UTien a person boldmcan 
instrument signs on the back iherrof for the purpo'ie of neeotiaiioD il is 
called ‘indorseincnl’ (modern varianon is endorsement) Srtaion 15 defines 
endorsement 

‘^’hen a maker or holder of a occoliablc lostrument signs the same, 
otbcm/tc tbaa as sach, for the parpose cf oa tbe bail cr Facs 

thereof or on a slip of paper annexed thereto or so sicns for fhesaaepurpose 
a stamped paper intended to be completed as a negotiable mstrumeni, he is 
said to endorse the same and is called the endorser * 

The person signing the inslniroenl for the purpose of effecting rodors" 
meiit is called the ‘endorser’ and the person to sshom the mslniment is 
endorsed is called the ‘endorsee* He endorsement constitutes a contract 
between the endorser* and the‘endorsee’ 

The essential features of an endorsement are 

1 77ie purpose of negofurion The intention of the person endorsing 

the instrument should be to negotiate it to another person- Thus, where a 
peisoa endorses an instrument to another bnt ie“ps it in bis table’s drawer 
‘References to \-anonsSecuon»inlIasQi»pler arJe*s quatfi-d oiterms* bt- cf 
the Neeouable Iissinnnenis Act. 1B51 
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and docs not give U to the endorsee, the endorsement js not said to be com¬ 
plete and valid 

2 Nei^otlittlon pf Orihr Instniments Instruments 'Payable to order* 
should be nciotntcd to endorsement and delivery both (Section 48) Merc 
delivery without endorsement does not constitute n valid negotiation 

3 nuhrsimcnt on the back or face An endorsement is usually made 

on the back or the mstrument but endorsement tiiailc on the ficc ofthe 
instrument IS also valid Pndorjcmcnt cannot be made on the copy of the 
instrument [AnUshirts 32 Uombay 247 (254)] It should be on 

the back of the mstrument or security itself 

4 rmlorsciiirni on <m MWo/ure Where there is no space left for 
endorsement either on the bick or ficc of the instrument, n separate piece 
of paper known «s an •allonge’ may be attached thereto and endorsed 

5 ShouU be smeil The endorsement should be signed by the 
endorser Any endorsement without signatures Ins no value Additional 
words like ‘piy to C* may or nnj not be added before the signatures No 
particular form of words is nevessiry to constitute a valid endorsement Mere 
writing of endorsement in the handwriting of the endorser but not signed by 
him cannot be treated ns ciidorsemcnt On the other hand, endorsement In 
the handwriting of other persons and signed by the endorser is a perfect and 
valid endor'cment 

6 I'erspiis to uv»i the *mU>rsenunt The sole maker or the sole drawer, 
when the instrument is made p »y ibtc to his order may sign the endorsement 
for the purpose of ncgotntion of the instrument (‘?eciion 15) IveryhoKLr, 
p ijce or endorsee of the instrument may also endorse it provided the negotia¬ 
bility of such insirumcnt Ins not licen astrictcd (Section 51) Where the 
insinimcnt is p lyabic to the order of two or more payees or endorsees, vvho 
nrc not partners, nil must sign the endorsement unless any one of them has 
authority to endorse for the others A stranger cannot endorse n negotiable 
mstrument, if he docs so he may be held liable ns n surety or guarantor 

7 /mAirr»mr/if be of a compUte imtnment Any Instrument 

which is not complete m nil respects should not be endorsed lUil Section 20 
hys down that If nn inchoate instrument has been ,signed and stamped and 
delivered to n person such n person may fill in the incomplete instrument and 
negotiate It further nflcr doing so 

IMPORTANT LTOAI PROVISIONS Rf OARDINO 1NIXIRSI MPNT 

Certain Other leg il provisions icgnnling endorsement of the instrument 
should nl'O I c noted carefully These are 

I I^iCls ofen hrseinent Tlie endorser through an endorsement of the 
mstrument makes the endorsee and subsequent holders to believe that 

(/) the mstrument was genuine and regular in respect of the drawer’s 
sifnatures and all previous endorsements. 

(/I) at the time ofendorseroent, the instrument was 0 valid instrument 
and he had n good title to it, and 

(//i) the mstrument shall be paid on due presentment and, if dishonoured, 
he ss ill compensate the holder or subsequent endorsers 
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2, Jitgftfs of the Holder The codorsemcQt of a negobabfe imtrumect 
followed by delivery transfers lo the endorsee the property therein mtb the 
right erf" further nesotiatioa (Section 50} Howcier, the endorvaient bj 
espress sTords may restne! or e.trfade sudi ngbl or may merely constifnJe 
the endorsee an agent to endorse the inslromcnl, or to rcceuc its contents for 
the endorser or for some other specthed peisom 

Thus, an endorsee gets the sights of a holder to endorse the instrument 
further and to rcccise the amount of the instniraent 

An endorsee may act as an agent for the endorser or for some other 
specified persons and his contract of agency docs not discontinue es en on the 
death of the endorser (his principal) Id Aaiyu PAla\ crJ oil ers n PenasoTJ 
(1969) II, MLJ 14S, It \\a$ held that the holder of a negotiable mitnimcnts 
did not lose his right of action as an agent (endorsee) by reason oflhe death 
of the Principal (nncinal payee) In another case also ‘Mothredd) ts 
PotbtrcdJ\ (AIR J953 AP 313). it nas held by the Andhra Prade<h High 
Court that the right based on the endofsem“ot survitcs notnithstaodiog the 
death of the endorsee Thus, the endorsemcaf made for the purpose of 
collection of the amount nus sahd till jhc purpose was sened The ordinary 
lait of acency does not apply in endorsements. 

HoMirVT7i/e A holder of a nccoliahlc toslruraent ^bo dtites 
title throuch endorsement from a ‘holder in due course’ has the ngbts thereon 
ofa holder in due course (Section S3) 

4 Didorsemcai for part of attii due Mo endorsement shall be wild if 

U traii<fcn only a part of the amount appearing to b* due on the instrument 
HoT^e^er, if the pan amount has already been paid, a note to this effect should 
he gt\cn on the instrument and then itmay be endorsed (Section 5S) 

Thus, if the instrument IS payable by inmlmeDls It cannot be endorsed 
for one or more of them Similirty, a partner cannot endorse an instrument 
With his share, where he is jointly interested la it with other partners 

5 }ic%Dl}auonh\ le^ol representaine of the deeezied An lasuumenl 
‘pj>*3bJe to the order’ and endorsed by the deceased cannot be Degouaied by 
mere deliiery ofit, by the legal icprcscnlativc of ibe deceased, for a \'alid 
necotiation it has to be endorsed again by the lejal represrotaiire 

(Section 57) 

6 Diiratwn of HesoudbiUty A necoUablc initrument may be ncgotia 

ted or endorsed until payment or satisfaction thereof by the maler, dravree, 
or acceptor at or aflcr maturity The instrument become non negotiable 
after the paypient or satisfaction of it. (Section 60) 

Thus, a bill thoueh dishonoured or oserdue may yet be negoDated A 
payment or satisfaction before matunly cannot be treated as payment under 
this section So if the bolder aficr receiving such payment endorses it for 
V alue to a bonajide transferee, the latter can recov er from the maler, and the 
roaler can claim refund from the original payee 

7 PiesimiptioTi as to order of emforjenie/it In the absence ofany 

evidence to the contrary, the endorsements appearing upon a negotiable 
insimment shall be presumed to have been made in the same order in which 
they appear thereon (Section I IK) 
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8 Endorsement by impressed stamp An endorseincnt made wholly by 
means of an impressed stamp purporting to be a facsimile of the pajec’s 
signature is legally valid only when put on by or under the authority of the 
payee The banker should entertain such endorsements after obtaining 
confirmation from the payee 

9 Endorsement of an iiKhoate instrument A person may incur a liability 
of an indorser by signing hts name on the back of a blank stamped instru 
ment and delivering the same to another person The liability shall arise 
only after filling up the incomplete instrument 

10 Forged Didorsemenis Where the instruments is endorsed in full or 
payable to order, the endorsee of a forged endorsement does not acquire any 
title because forged endorsement is a nuJily But if the instrument is a bearer 
instrument or has been endorsed in blank the holder derives independent title 
despite a forget endorsement 

11 Striking out nna/id Endorsements If an endorsement is invalid and 
irregular, the endorser after paying the endorsee may take back the instru¬ 
ment from him and strike out the endorsement Thus, he can maintain a suit 
in his own name 

12 Cancei/ation of Endorsement The holder of a negotiable instrument 
IS entitled to cancel all or any of the prior endorsements 

KINDS OF ENOORSEMCrrrS 

There are several kinds of endorsements Though the law of negotiable 
instruments recognises all (he types of endorsements but only a few of them 
have Wide prevalence in the mercantile and banking circles and the rest are of 
theoretical importance only 


ENDORS jEMENT S 

Bliok j Reslrlctive I ParUal j Faculties I 

or 1 

General III I 

Fuller CondMiooalor Sans Sans 

speciit qualified recourse frais 

1 Endorsement in Blank or General Endorsement If the endorser signs 
his name only, (he endorsemenf is said to be ‘in blank’ A blank endorsement 
is also known as 'general endorsement' The name of the endorsee is lefi 
blank Thus, if a cheque is payable to Man Mohan Singh, the payee will 
simply put his signature on the back of the cheque for endorsing it m Blank 

Man Mohan Singh 
31-5-84 

The effect of such endorsement is (hat »t renders the instrument payable to 
the ‘bearer* even though originally payable to the ‘order’ (Section S4) 
flonever, a crossed cheque cannot be endorsed m blank so as to make il 
payable to the bearer The instrument endorsed in blank is transferable by 
mcrcdeliscry There is no difference According to Lord Mansfield‘between 
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a note endorsed m blank and one payable to bearer They both go by 
delnery, and possession proves propCTty in both cases ’ Peacock m Rhodes 
tl78J), 2 Dough 633 (6^6) A promissory note cannot be made payable to 
bearer on demand, as per jvovisions of the Paper Currency Act, 1910, 
but a promissory note ongmally made payable to order on demand can 
be endoned in blank, thus making it bearer, payable on demand and this 
shall not be in contras ention of the provisions of the said Act 

2 Endorsement 'in full' or 'speciaT endorsement When the person 
endorsing the negotiable instrument specifies the name of the endorsee, the 
endorsement im 11 be known as Tail’or ‘special* endorsement According to 
Section 16, ‘If the endorser signs his name and if he adds a direction to pay 
the amount mentioned in the instrument to. or to the order of, a specified 
penon. the endorsement is said to be ‘in full* No particular form of assign 
merit is prescribed under the Act The intention of the party to transfer the 
instrumwit should be dear 

Pay to Mnnal Sen or Order 
Man Mohan Singh 
31-5-1984 

The effect of an endorsement *in full’ is that the amount becomes payable 
to the endorsee or hts order The instrument can be Decollated further by 
endorsement and delnery Thus, this type of endorsement keeps the instru 
ment as an ‘Order’ instrument 

An endorsement ‘in blank’ can be conserted into an eadorsemeot‘m 
full’ According to Section 49, ‘The holder of a negotiable instrument 
endorsed in blank may without signing Ins own name, write the name of any 
person above the endorser’s signature, and thus convert the endorsement m 
blank into an endorsement in fufl, and the holder does not thereby incur the 
responsibility of an endorser’ Since his signatures as endorser do not appear 
on the instrument, he is not liable to any party on the instrument 

The effect of such a conversion will, according to the provision of Section 
55 . be that‘if a negotiable instrument, after having been endoned in blank, 
IS endorsed in full, the amount of it, cannot be claimed from the endorser m 
full, except by the person to whom it has been endorsed in full, or by one 
who derives title through such person * Thus, it has the following implies 
tions 

(i) The person, who IS bearer of the instrument, can claim the amount 
from drawer, acceptor or the endorser of that instrument in blank 

(ii) A negotiable instrument endorsed m blank in the first instance 
retains the character of a bearer instrument even after it is converted 
in full and it is negotiable by mere delivery 

(ffi) The endorser in full is only liable to the person to ii horn he endorses 
It in full or who derives liile through such person, by endorsement 
If the endorsement in blank has been followed by an endorsement 
in full which has again been followed by transfer by mere delivery, 
the liability of the endorser m full will not arise to the subsequent 
endorsees or endorsees pnor to the endorsement in full 
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The case laws detailed hereunder are important in this respect 
Walker Macdonald (MM) 2 ZTv S27 Inthis case,the holderofa bill 
oiiginiUy endorsed in blanir endorsed it specially to Barber Walker and Co 
who earned on business both as ‘Barber Walker and Co ’ and ‘Eastwood and 
Co ‘ The endorsee of the bill endorsed it further as Eastwood and Co and not 
as Barber Walker and Co On presentation at maturity, the bill was 
dishonoured on the ground that the endorsement was irregular It should 
have been endorsed by Barbar Walker and Co 

It was held by the Court that since the bill was initially endorsed m 
blink, Its negotiability could not be rcstriined by a special endorsement The 
presentment was valid and the defendant was liable to the plamtilT 

Smith »J Cl^r^^e (1794) I Peake 29$ In this case, A. who was the payee 
holder of a bill, endorsed it in blank and delivered it to B B also endoned 
It in blank and delivered it to C C endorsed it in full to D or order 0 
delivered the bill to L without endorsing It was held that E as the bearer 
ofthe instfumcntivas enlitlcd to recenc payment from drawer acceptor, A 
and B but he could not proceed against C or D However D could sue C as 
he had received the bill as endorsee m full If D instead of passing the bill to 
E had passed it by a regular special endorsement, E could claim against all 
prior parties 

The provisions of Sections 54 and $5 seem to have been influenced by 
these two case laws It is clear from these case laws and the provisions of 
Section 55 that if an instrument is initially endorsed in blank, care should be 
taken for the subsequent endorsements Converting an endorsement m blank 
into an endorsement in full and then again endorsing m blank will change the 
liabilities of the parties involved 

3 Resinctue Endorsement Any endorsement which takes away the 
transferability of the instrument by restricting further endorsements is known 
as ‘Restnctivc Endorsement’ 

The law permits restrictive endorsement of the negotiable instruments 
According to Section 50, ‘The endorsement may, by express words, restrict or 
exclude the right to negotiate or may merely constitute the endorsee an agent 
to endorse the instrument or to receive Its contents for the endorser or for 
some other specified person ’ Thus, the essentials of a restrictive endorse* 
ment arc that (o) it should be in express and (b) may restrict or exclude 
i/ie ng/ir to negotiate, or, (c) It may constitute the endorsee on agenr for the 
endorser, to endorse the instrument or receive its contents 

The law does not recognise any restriction of endorsement which is not 
m clear words yasud>.v RamckanJra ij Ifalional Savings Sank Ltd (1951) 
54 Bombay, LR. 765) 

Section 50 contains some illustrations of'restrictive endorsement’ vu • 

If‘B’signs following endorsements on different negotiable instruments 
payable to bearer, the right of Cto negotiate it further is excluded • 

(/) Pay the contents to ‘C’ only 
(i;) Pay 'C for my use 
(ill) Piy C or order for the account of B 
(/i) The amount within must be credited to C. 
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However, the followiog endorsemeots do not exclude the right of further 
negotiation by C 
0) FayC. 

(ir) Pay C \alue in account with the Oriental Bant 

(lit) Pay the cantents to C, being pan of the consideration m a certain 
deed of assignment executed by C to the endorser and others 

4 Condiiicnal or Qtiali/ietf fndbryeffteiir According to Sheldon, ‘A 
conditional endorsement is one wich makes the transfer of the property in a 
bill from the endorser to the endorsee dependent on ihc fulfilment of a stated 
condition’ Thus, mere endorsement and dclis'cry arc not sulTicient for the 
salid transfer for a conditional instrument, some stipulated conditions should 
also happen According to Section 52. ‘The endorser of a negotiable 
instrument may by express ssords in the endorsement, exclude his omi 
liability thereon, or make such habihty or the right of the endorsee to recenc 
the amount due thereon depend upon the happening ofa specifi»d etent, 
although such event may neter happen ‘ 

Thus, Section 52 attaches the conditionality in the endorsement of an 
instrument in two ssays — 

(o) Ridorser's Ltahihry ma) depend upon /iJppening of a apeafed erenf 
If the specified etent does not happen or bappeniog of the eient becomes 
impossible, the endorser cannot be bold liable to the subsequent bolder 
Hovsmer. the endorsee can sue upon other parties to ibe lostrumect e\en if 
the specified event does cot take place 

(i) Aght of endorsee to receive the amount due on the instrument mo} 
depend upon the ftappetung of a specified cienr Ja conirajt to the position 
stated in (a) above, the endorsee canoot sue upon any parties for realising 
the amount in case the stated event has rot taken place The total efinrl of 
such a qualification is that the liability not only of the endorser but of all 
other parties is made depeodeat on the happening of an event 

5 Pariral Etidorseiiienl Ao endorsement madefora part of the amount 
of the insfrumcEt is knoR'Q as ‘partial endorsement* According to Section 56, 
‘No writing on a oegotiabTe i&stnimcnt is vafid for the pur|>osc of negotia¬ 
tion if such writing purports to transfer onij a part of the amount appearing 
to be doe on the instrument ’ This Section prohibits partial eadoisements 
because personal contraetscanco: be apportioned It may cause inconvcnienee 
to prior parties, subject them to a plurality of action of inlerfere with ihe 
free circulation of the instrument For a v'alid negotiation of the instrument, 
the endorsement should bs for the entire amount Any endorsement which 
purports to transfer an icstrumeDt to two or more endorsees jneniWi is also 
Eotvahd However, the whole of the amount IS transferable jointly Thus, 
a bill of R.S 1000 cannot be severally iran^errcd to A for Rs 500 and to B 
for Rs 500, but it can be transfened jointly in the names of A and B 

Partners too cannot avail partial endonetnent A partner cannot endorse 
a bill of exchange by endorsing a lart of the sum due to the firm in which he 
IS only jointly interested, in payment of his pcnonal debt. 

If the instrument is payable by instalments it cannot be endorsed for 
one or more of the instalments 
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However, the last part of Section 56 permils partial endorsements Where 
the part amount has already been paid and a note to this effect has been 
given on the instrument, it may be negotiated further for the balance amount 
The holder of a partly endorsed instrument docs not have any rights 
except that he can apply hen on the instrument and he cm sue the endorser, 
but no one else, for realising the amount 

6 Sans Recourse Endorsement Where the endorser does not want to 
incur any liability as endorser he may inset such stipulation in the endorse¬ 
ment itself excluding his liability in case of dishonour of the instrument 
According to Section 52,‘An endorser of a ncgolnblc instrument may, by 
express words in the endorsement, rre/Wr* his own liability thereon ’ The 
endorser has to write Frcnch words ‘Sans Recourse' or English words ‘Without 
Recourse’ in the endorsement Following arc the examples of Sa/is Recourse 
endorsements 

(/) Pay C or order Sans Recourse 
(ii) Pay C or bearer without recourse to me 
((li) Pay C or order at his own risk 
Where the instrument with 'Sans Recourse’ endorsement comes back m 
the hands of such endorser after its subsequent endorsements, the intervening 
parties shall be held liable for the nonpayment of the instrument to such 
endorser Thus, if A is the payee and holder of a negotiable instrument, 
who excludes the personal liability by an endorsement without recourse and 
transfers the instrument R. and R endorses It to C, C again endorses it to 
A A li not only reinstated in his former rights but has the rights of an 
endorsee against R and C This is called the ‘doctrine of negotiation back * 

7 raailiatne Endorsement When the endorser abandons some rights 
or maintains his liability under an instrument, the endorsement is called 
facultative He may waive the right to presentment for payment or right to 
notice of dishonour ‘Pay A or order Notice of dishonour waived’ is a 
‘Facultative Endorsement’ 

Thus, the endorser will be held liable even if 'notice of dishonour’ has 
not been given to him by the holder This is quite in contrast with the ‘Sans 
recourse* endorsement where the endorser seeks to exclude or limit his liability 
Facultative endorsements have mercantile recognition while the ‘sans recourse* 
endorsements have been recognised by the Negotiable Instruments Act 

S Sans fraut Sndnrjemenl Where an endorser stipulates in the endor 
sement to exempt himself from the liability of any expenses that may be 
incurred on the instrument by the subsequent holder, the endorsement will 
be called ‘Sans frais endorsement* ‘Pay to Mohan or order, Sans Frais’ is 
an illustration of this type of endorsement 

REGULAR ENDORSEMENT AND TYPES OF ENDORSERS 

In order to make the endorsement cITeclivc it is essential that the endor 
sement should be 'regular* and ‘valid’ The method of making regular 
endorsements Ins, however, not been mentioned m the Negotiable Instruments 
Act The forms of endorsements on negotiable instrument are so varied that 
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at times it becomes difficult for pacing sad colJectinc baclcrs to find otrt the 
regulaiit} in the endorsements It is for lbs reason that the pajing and 
coUectinc bankers base been afforded protection under ^ce;itwi5 cn;/id/ 
respecln el} of the Negotiable Imtnzmeots Act f^TuJe con'id“nng the regu 
lanty or otherwise of an ecdoTEnnent one has lo keep insnstr the different 
coun-deesions and customs pra'nices preialeal among the inetcanUJe comma- 
nit\ and bankers 

The TTgulanti and \alidit> of an endorsement are two different thtnes 
(Arab Bank Ltd ts Ross <795') ’ QB ?/(5] Although both of these should 
ai^t to an endorsement Ad codoAcraent which is quire regular mas be 
insalid and on the other hand a sahd endorsement mas be lotgnlar If the 
codorsemcat ts regular but forged or nn aolhonsed and also if an endorse- 
meet u a znisnomer, althoagb the p 2 sc*-endorse is a gcaiune person, thr 
endorsement won’t be effectnc 

An endoTsement is ttgalar if il is tn a proper fena. The rorm of endor¬ 
sement 033} sat} according to the hpes of endorseis. Tbesaarbeindn'i- 
dnals, partnership finns, |oinl stock companiK and oth“r corporate bodies 
The form of endorsement should be studied in the following clasufication. 

E^’DORSD'JI^T BY LVOPIDCALS 

The following aspects should be cartfuHs obsened where individuals are 
pajees or endorsees of negotiable mdnaDerts 

0 ) StS7UtureenJsj>e/liagJ An endorsement without signature of the 
endorser has no meaning- SigBaturis<houldbe lo ink. Putting a mark 
in place of a signature is geoeraH} not supported. 

The spellings of the signature should tall} letter bj letter with th* name 
of the pajee or endorsee wntten in th* instrument In case, the came ofthe 
person concerned has been mis-spelt oi incorrecUs wntten in an in«iniment, 
the signalor) should first wntc the name mis spelt and then agam sign 
with conect spellings. For example, ifihe pa^ue of an instrument is Madhu 
Sadan although his correct name is hlsdhn Sudan, the endorsement should 
be m the following way 

Pay to Ruti Chandra 

Madhu Stsisn 
Jl/csffc/ Sjisn 

Signatures m block letters are not valid- The endorser hnnself should 
Sign the mstrumcni and no other 

(u) Iniuals If the payee’s full name has been staled m the mslmment, 
the endorser can sign the codorsemeot in his initials Thus, Kirti Chandra 
Malhotra can sign as K_ C Maihotia. Similarh, where tbe payee’s name 
appears in initials, signature may be made in full Banks alwa\-s prefer 
signatures in full spelhngs 

fill) Desfgmman cr.d Address ^Tiere the pave-’s name has been stated 
jn the instrument alongwith his designation and address, mere signatures 
would suffice in the endorsement and need not be fDlJowfd by the designation 
aadaddress Ilowcier, the cndotserdioulddtfimlehstate the same below 
his signatures where he stands as payee not m his persona! name but in ha 
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designation and address A rubber stamp of his designation should be used 
preferably 

(iv) Courles) titles or prejites md suffixes Where courtesy title base 
been prefixed or suffixed with the payee’s or endorsee’s name in the instru 
ment, addition of such prefixes or suffixes IS not desirable in the signature of 
the endorser Prefixes or suffixes indicating the person’s sex, title, and rank 
should also not be used in the endorsements looking to the customs and 
practices prevalent in this country Thus, words like Mr, Messers, Mrs, 
Shn, Shrimati, Lala, Babu, Esquire, Doctor, Pandit or Kfajor etc should not 
be mentioned with the signatures Howeser, these may be added belon the 
signature followed by address Endorsers, may use suffixes indicating acade 
mic degrees or designation in their names, as illustrated below 


Payee or endorsee 
Dr Karan Stngh 

Mrs P N Gupta 


Ram Babu 

Rat Bahadur Ram Lai Modi 
Major Ram 5r/igA 

Rajendra Prasad Esqr 


Endorsement 
karats Stngh 
M D 

Mrs Sudha Gvpia 
or 

Sudha Gupta 

(wifeofhfr P. N Gupta) 
or 

Sudha Gupta 
(Mrs P N Gupta) 

Ram Babu 
Ram Lai Modi 
Ram Stngh 
Mefor 

Rajendra Prasad 

\t Com.Ph D 


(r) Mamed women Any cheque payable to an unmarried woman, who 
gets marned after the cheque issued, should be endoned m her maiden name 
Thus, miss Rajni Gupta since marned and lno»n as Mrs Peeyush Carg can 
endorse the cheque in either form ' 

Rajnt Gupta 

(New Mrs Peeyush Garg) 
or 

Rajtu Carg 

nee (or formerly) 

Rajnt Gupta 

Where instruments arc payable to mamed woman, the endorsetnent 
should be made in her name followed by an expression showing that she is 
wnfeofsuch and such person ^\’he^e the endorser is a widow lady, she 
should make it clear below her signatures that she is widow of such and such 
person 

Stlana Btargara 

^^lfcofSh Sudhir Bhargava 
or 
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Kilma Bhargm a 

Wdow of late Shn Sudhir BbaIca^ a- 
(»/) Illiterate Persons ^Tictc the rndorser is anilJiterate persoD he'sbe 
should make endorsement pulling a thumb impression on the instniment 
IMule lefi hand thumb impression is taken for males, tactics are required to 
gitc ncht hand thumb ifnpr«S!on Thumb impression «houId be properls 
sMtnessed or attested bj ani literate person folloned by hisfull address, 
as illus’ratcd bcIo^^ 



Thnmb impressioa of Gopi 
\MUjessed b 3 
Ajtt Sittgh Adioaite 
109, Baoi Park, Jaipur 


(n/) Great Men and Gods If an lostniment is iQ the name of a great 
mac, nords <homng grcatccss should not be u‘sd lo the endorsemecL For 
example, if the paj ec of a cheque is ‘His Holiness Acharj'a Tnlsf, the 
endorsement should be signed as Tulsi’ Icstmmcats made pa>able to gods 
or stages or cash (Pay Lord Knsbna or order, Pay stages or order) are 
bearer instruments and hence do not need any endorsement on the basis of 
the norm that ‘once a bearer is aln-ays a bearer* 

(uti) Minors Where lo an tmutimem the pay ee is a amor, he can 
endorse the lostnineot binding all parties except bmselT (Section 25) But 
sshfle endonog, be need not disclose that he u 8 minor or he shall not be 
liable for such endorsement 


ENbORSEStESr BY JOINT EES 

^\’hca there arc two or more than two payees in an lastrumenl, and 
they are not partners, they must endorse lodrvidually unless one has auibonty 
to sign for and on behalf of the other 

Pay lo Tnm Cfaand 

Baju CcTitskcr 
Meerrr Maralhe 
Pileep Dosfit 

W'lr're the uord‘and’has been used nith the names of two or more 
payees, one can easily say that they arc joml payees’but not partners In 
the names of firms e g Lai Chand Golab Chand, Kuorimal DauJat Ram the 
word 'and’ is not used ^YhcD names of three or more payees appear in an 
instrument, they should also be considered as joint payees eien though the 
word ‘and’ is not used aJonguiIb such names 

Where a cheque is joinlly pay able and one of the pay ces is authorised to 
sign on behalf of others, he should mention this fact in the cndorscmenL 
Also where the names of some of Ibe joml pay ces art clearly mentioned while 
those of the remaining others are not dearly gnen then the eodorscincnl 
should be made in such a wny that it tools to ha\e been made jointly Thus, 
if a cheque IS payable to Sunil Mehta and others, the endor«ement should 
be m the following form: 
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Pay to Prem Chand 
For seir and others 

Suw/ Mehta 

If the payees’ names are incomplete or only Ihcir surnames are given, (he 
endorsers should state their full name and the paying banker should thoroughly 
enquire about the veracity of such endorsements Thus, a cheque bearing 
'Pay to Mehta and Surana’ should be endorsed like this 
Pay to Prem Chand 

Mohan Lai Mehta 
Suiihtsh humar Surana 

Where the husband and wife tre joint payees in an instrument, the two 
should sign separately A cheque payable to Mr and Mrs Garg should 
sign the endorsement in the following way 

Pay to Prem Chand 

MataJecn Garg 
Shantt Garg 

(Wife of Matadcen Garg) 

In certain communities, (Gujaratis and Sindhis) there is a custom to 
write an individual’s name followed by his father’s name (Mohandas Kesar 
Chand Patel, Panchumal Jehihamal Golam etc) the payee shall be one person 
and as joint payees 

ENDORSEMENT BY AGENTS 

It IS not necessary that a person should sign an endorsement with his 
own hand Under his authortty some other person called as agent can sign 
the endorsement According to Section 27, every person capable of binding 
himself or of being bound may so bind himself or be bound by a duly autho¬ 
rised agent acting in his name According to Section 26, a minor may also 
act as an agent because a capacity to contract should be seen for the principal 
not for the agent Section 27 also makes it clcir that a general authority 
to transact a business docs not confer upon an agent the power of accepting 
or endorsing bills, and also that an authority to dnw bills of exchange docs 
not mean an authority to endorse Thus, there should be a dear cut autho¬ 
rity given to the agent for endorsing negotiable instruments on behalf of his 
principal According to Section 28, a person acting as an agent should 
indicate on the instrument itself that he is signing it on behalf of the principal 
otherwise he shall be held liable personally While signing an endorsement, 
he should use any of the following words with the name of his principal and 
then sign • 

For 

On behalf of 

Per procuration, or per pro, or P P , or per 

When an agent is signing the endorsement per procuration or per or P P , 
he need not write bis designaiion as an agent below his signature However, 
the word‘Agent’should becicarly mentioned in Case of Tor’, or ‘On behalf 
or endorsements as indicated below. 
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!- I*cr PrPcnTalJDiJ MsisadraK'mnET 
Nsrmdra Shs^isn 
2. Fct Ptd Mahtadra Kicnax 
JVa'mire S’la^sn 

? ^^£ll£3d^a K'daar i«r JSaicnira EbEsdari 

Acan 

A For Mahendra K«raar 

Xc’mlrc Shnian 
Afest 

^ Oa teliilf rf Ms!icn±a Krtaar 
Brnt£-a Shanlsn 
Aeem 

6. Msicadrz J^-nrrar Jn Ktrradri Bbsaian 
Atr'm-T 

EMfORSEKENT £ V rARTMKSKff TIRtiS 

Partnar^ sicamp sa cadre^sraas oa s»->-ptr f»rT'S^ yV iaTii rr.tn- 9 
ilus faa clfST in tbr eador^saiMn ttstlf If parnar*; havs nc«l taEntjonsd shs 
farl, ibfv ^liaTl bs brid liabla psr^nriaJjT znd ibf fca’«raa'i bi b"cad 5T 
Jbeir Ktion. ^Tiere a parinsr has. an aciimry to S!|T! to bfizlf rf all SSs 
partaerv eadon-saiaat nay bt agasd by that paitjgr aions. "nje fflastixtrvs 
eadorcncats ait: 

Foi Fonna Mil Prra Chaad 
Frrr^ChjnJ 
rctns 

Per Pro Poots Mai Pien Cdicnd 
Prrm Chsni 

On behalf of Ponran Mai Prea Cbaad 
liaJhcT Shsn 
Mcnzter 
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’^’bere s iJq\ oolltrt.eo-rpsrtljwwatJy nadfesapls etn. kcs 

■as •ea^ofS'caeaS; iSrezs^iarny’S^irprcts iricii*' of zhs astitiCras resrens 
-I'tstsd m the Secttair, Pnnnipal. R«x'5rzi or Pmdhan or MahEja. ts the 
case saaj be. like psrtnere ibese zrabmas; shaald also ascODa tVi« 
are winning on ’h tihTi'ir nf bi^it ntinTt; ih^ ■n^grirr-'; by v 

by a jnbbcr «cd •saiap sbcmiag tlcii dgncnaana xad ih= aim: of file 
insacntina coasKsed, as ahotixi bekrw r 
Chfij PT Counclr 
For Sports Cotaal rf il£3&rthss 
P. X Jkni-i 

Fn' CpEcscs 

P. X. Cyr^a 

riine^t! 

Gdti. Conmerre Colfese, £.otv 
Fpt Froirnin 

.V Jlf Knrlisn 

Co-ardmeiir 

Dan eraty •of Rajasthga, Ja^ta-. 
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For Temple 

For Swetamber Jam Temple 
Chandni Chowk, Delhi 
Mcmak Chand Jain 
Manager 

ENDORSEMENT BY JOINT STOCK COMPANIES 

A Company is a person created by law and acts through a common sea] 
Any director secretary, manager treasurer or any other officer may be 
authorised to sign endorsements on negotiable instruments on behalf of the 
Company The authority to sign is conferred upon the concerned person by 
a resolution of the Board of Directors within the provisions of Memorandum 
and Articles of the company concerned 

The signatory to the endorsement must give bis official capacity or 
designation and must indicate that be is signing for or per pro or on behalf of 
the company 

1 For Tata Iron and Steel Co Ltd 

J Mashrtiwala 

Managiog Director 

2 The Tata Iron and Steel Co Ltd 

Ramesh Bakshl 
Secreiary 

3 On behalf of Tata Iron and Steel Co 

C B Mangal 

Accounts Officer 

4 Per Pro Tata Iron and Steel Co Ltd 

J Af FMfps 

Where the description of the Company’s name on the face of the bill or 
cheque is incorrect, the same description should lirst be given in the endorse 
ment followed by a correct description 

For Tat Iron & Steel Co Ltd 
For Tata Iron & Steel Co Ltd 

C B Afangal 

Accounts OtTcer 

Where the Company’s authority to endorse instrument has been conferred 
upon a banker, the latter should adopt the following form of endorsement 
Endorsed by the authonty of 
The Tata Iron & Steel Co Ltd 
For the State Bank of Patiala 

Preelam Singh 
Branch Manager 

An endorsement by a cashier should not be accepted without a verillca 
tion because this affords greater chances of manipulation or misappropria 
tion Those officials who endorse on behalf of the Company act as an agent 
of the Company and therefore cannot delegate their authority to endorse 

ENDORSEMENT BY EXECUTORS OR AOMINtSTRATORS 

If an executor, appointed by the Will of the deceased has to endorse a 
cheque payable to the deceased, he should endorse it in the following form 
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1 Rajendra Rorwal 

Execulor of late Roop Ram Gupta 

2 M k Sharma 

K A Rharnm 

Executors of laic Krisbao Chander 

Where no executor has been appointed jn the ujJl, the Court may 
appoint an administrator to manage the estate of the deceased The admims 
trator should endorse the instruments in the same manner as the executors do 
The executors or administrators, if they are more than one, may delegate 
their powers among themsehes but not to ony outsider However, the 
executor (or administrator) acting on behalf of ftllow executors/admmistrators 
should mention this fact m the endorsement 
For Self and Co executors of 
Radha K ns)tan CJ/wnna, 

P S Jlanka 

Co-«ecnior 


EKDORSEMENT BV TRUSTEES 

Trustees are appointed under a trust deed Where a sole trustee has 
been appointed he should male it cleat while endorsiog that be is sigoiog as 
trustee and not m bis mdnidual capacity 
M B L Bhatnasae, J A S 

Sole trustee of Jogender Singh 

Where there are tivo or more than tno trustees at) must join m (he 
endonement because they cannot delegate their authority 
Af A Bhaitdan 
Pritini Stnsh Lcmba 
Rantesh Modi 

Trustees of Jogcoder Siogh 

ENDORSEMENT BY MISCELLANEOUS PERSONS 

1 Where a company is under liquidation end an official receiver is 
appointed the endorsement on behalf of the company will be 

For Jaj ami Shipping Company 
(in Liquidation) 

DinesJt Rastogi 
LiguidaTor 

2 Where a person stands as official payee of a Municipal Corporation, 
Urban rroproicment Trust, Port Trust, etc, he should describe m (he endorse 
ment that he is signing instrument m bis fiduciary capacity 

1 For Urban Improvement Trust Ajmer 

ilfaiia^ Chand Sogant 
Cliairmaa 

2 For Centre for Industrial Trade Union 

(CITU) Kola 
Pramendra Nath Dhanda 
Secretary 

3 For Federation of Indian Chambers of Commerce and Industry 

P N Dcsai 

President 
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23 M/s Oriental Traders For Oriental Traders For Oncntil Traders Endorser should write his dcsig- 

Jodh SiDgh Ralborc Jodli Singh nition 

Agent 

29 Mailliusudan LaEliotia Per Mndhusudan Eakbotia Per Madhusudan Pnne pal s mme should be given 
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45. Radhcy Shyam Jwala Prasad Jwah Prasad and olhcra If not delegated each executor 

Dharntia (Deceased) Durga Shanker Executors ol late should sign 

Dhawani Shanker Radhey Sliyam Bharatia 

. Executors of late 

Radhey Shyam Qharatia 
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CROSSING OF CHEQUES 


A cheque IS the most importast oegoliable mstrument m use by indivi¬ 
duals, firms, companies, institutions and governnient A banker has to examine 
all the ‘bearer or ‘order cheques presented for pajment in as much as he is not 
properly discharged under law unless order cheques arc purported to be endorsed 
by or on behalf of the payees In the payment of ‘open cheques’, a bankerrun 
a nsk since an unauihonsed bolder of a stoleo or lost cheque may successfully 
encash it with the bank before its payment is countermanded by the drawer 
The system of ‘crossing* of cheques was introduced to slop losses that may 
occur due to cheques falling into wrong hands Crossed cheques are not paid 
over the counter of the bank but they are credited m the account of the payee 
so that in case of any fraud or forgery the person taking the payment is 
easily traceable The crossing may be said to be a ‘caution’ for the banker 
but It does not stop negotiability of a cheque 

The system of crossing of cheques had its ongio id the London Clearmg 
House in the eighteenth c*ntury where the representatites of vanouse’eanng 
banks found It convenient to mark (he names of their banks on the cheques 
which they were to present to otherbanks for realisation In order to draw 
attention the name of the collecting bank was used to be underlined Lalcr 
la the I9th century this method of convenience spread outside the cleanag 
house too and to-day 'crossing’ ts an important safeguard for banks and for 
cheque holders against any untoward event of theft or Joss of cheques in 
transit and the subsequent act of fraud or forgery thereon by unconcerned 
persons 

‘Crossing’ is applicable only in case of cheques and not on any other 
negotiable mstruments like bills, pronussoiy notes and huudis etc Crossing 
does not affect the obligation of the paying banker or the negotiable character 
of the cheques In the initial stages, ‘Crossing’ got recognition by customs and 
usages but it has now legal sanction in almost every country The Negotiable 
Instruments Act, IS81, treats ‘crossing* as a material part of the cheque and 
any elTorl to cancel it by subsequent holders is termed as ‘material alteration' 
and therefore invalid The object of the provisions relating to crossing of 
cheques is that, ‘it would conduce to the case of commerce, the security of 
property and the prevention of crimes, if drawers or holders of cheques 
whether payable to order or bearer effectually to direct the payment of the 
same to be made only to or through some banker 

* Preamble to British Crossed Cheques Ad, 1856 
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'Crossing'warns 2 baolcf ajainsf wrong payin-nt or tn other words tf 
there IS any crossing on the cheque it means‘here are some instructions for 
you, banker’and the banker should follow these instructions Lord Charley 
says, ‘the crossing may be broadly described as an instruction from the 
drawer to his banker, that he IS only to pay the instrument provided certain 
conditions are fulfilled' Section 123 of the Negotiable Instruments Act, 
1S81 defines crossing 

•Where a Cheques bears across Its face an addition of the words 'and 
Company’ or any abbreviation thereof, between two piniH travene hnes 
simply, either with or without the words‘not negotiable' that addition shall 
be deemed a crossing and the cheque shall be deemed to be cross d 
generally ’ 

Thus, the definition given by the Negotiable Instruments Act is broad 
enough to assimilate the following characteristics 

(I) Acroji the face A crossing will be given recognition only when 
It has been made on the'face'of the cheque, ‘Face* does not include‘back* 
here and a banker is not obliged to notice any crossing made anywhere 
escept bn the 'face* Crossing may be handwritten stamped or perforated 
(h) T*o parallel tra\erse Utfs Use of two lines is essential Drawing 
of one line docs not make a cro.stog Appearance of 'X' mark also does not 
constitute a crossing The two lines should be traverse and parallel If 
two lines are not parallel, it may just convey the meaning of ‘Caoeellation' of 
the cheque which is quite contrary to the objectives of the crossing 

(«/) Ltrtcs an the left eorn'r A cro»$wg should usually be made on the 
left hand top corner of a cheque Crossings on the upper or middle pottioas 
of the cheque sre also valid but such crossing might intermix or intermingle 
with the important contents of (he cheque regarding date, amount, name of the 
payee etc It would also look odd and inconsistent with the prevalent 
customs and practices for crossings of cheques 

(n) Addition of words between the t*o lines Although the drawing of 
two traverse parallel lines is an essential part of a ‘crossing’ jet words like ’& 
Co or ‘not negotiable’ or ‘Payee's Account’ or 'under rupees’ may be, 
added between such lines Words ‘And Company’ or their abbreviation 
(& Co ) were frequently used m the early era of banking when banks func 
tioncd as registered joint stock companies and use of these words with the 
name of the bank was a statutory necessity. The person crossing a cheque 
used to write these words between the lines and fill up the name of the 
payee’s bank m the blank space later on For example, if payee’s bank is 
'Morgan &. Company’, the words 'Morgan* would be filled up later oo There 
IS no such necessity now a day ycl as a roatierof usage words '£, Co * are stjJJ 
used in crossings on cheques 

(v) Additionof words ‘Act hesotiable' This is discussed elsewhere in 
this chapter 

(rf) Crossing an ! endorsement are not related A cheque may be crossed 
and also endoned or it may be crossed but may not be endoaed or it may be 
endorsed but may not be crossed The purpose of these two practices is 
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qctte different ‘Crossing* is made for directmc the bank to male paj-mefit 
through a bank account nihilc ‘cndoiscmcDt’ is done for eosunog ihc pajmcot 
to a particular person or to the bearer of the inslrunicnt Howcier, crossing 
and endorsement may ha^e one common objectise, I e that of restricting the 
transferabibtv of a cheque 

MODES OF CROSSING 

There arc three modes—general, special and reslnOne—of crossing and 
the first tw o arc frequently used The detail about each mode arc discos'^ed 
in Ihc foUoiMng paragraphs 

GENERAL CROSSIVG 

We ha\c already earlier Section 123 of the Ncgoliahlc Instruments Act, 
1881, rshich refers to‘general crossing* ofa cheque and aSo discussed the 
characteristics of such a crossing The forms cf‘general crossing* are gnen 
hereunder 


FORMS OF GENERAL CROSSING 

I 

According to Section 126 of the Negotiable Instnuneats Act, '■ahcrc a 
cheque is crossed generally, the baoker on w bom it is drann shall not pay it 
otherwise than to a banker' Two points emerging from this statutory pro\i 
Sion are 

(c) Pa)ment cannot be made ceross the cowiler Once a cheque is 
generally crossed, the drawee bank should not pay it across the counter as it 
docs in case of other ‘bearer* or ‘order* cheques Though the purpose of 
crossing is to ensure payment to ihc nght person yet this does not mean that 
if the payee is ssell Itinnn to the banker its payment can be made across the 
counter In Smith ir Union Barik of London (1875) 1 Q B D 31, it was held 
that the drawee bank could not charge the customers with the amounts of the 
cheques Cl cn if payments had been made to the tnre owners In another 
case law Madras Prormcial Co-op Bank tid rj South Indian Match Factory 
(1944) Mad 328, the paying banker was held liable for w rong payment 
because on the request of the liquidator of the Match Factory it paid a 
crossed cheque on its counter, which it should not ba\*e done 

(b) Payment should be made tfavugh a tanker GeaeraJ crossiagora 
cheque directs the drawee bank to make the payment through a banker 
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This means that the payee endorsee of a genTally cro> cd cheque cannot 
obtain payment if he docs not have any bank account He should, therefore, 
first open an account with some banker or transfer this cheque by endorse¬ 
ment to such person who already holds a bank account This provision of 
general crossing enhances the number of new accounts in banks 

SFEOAL CROSSING 

Where a banker s name has been slated in a crossing it is called a special 
crossing According to Section 124 Where a cheque b'lfs across its face 
an addition of the name ofa banker cither with or witfiouc the words'not 
negotiable , that addition shall be deemed a crossing and the cheque shall 
be deemed to be crossed specnily and to be crossed to that banker * The 
points emerging from this clanficaiion in taw about a cheque crossed 
specially arc 

(i) /idJilion of the name of a banker Name of a banker should be stated 
across the face of the cheque, which means that the payee shall obtain pay 
roenl from that particular bank Generally banker s name depends upon 
the choice of the payee where he is already having an account 

(li) ffot negotiable Words not negotiable may or may not be stated 
alongwith thenamcofthc banker Mere inserting the name of a banker 
will constitute a ‘special crossing and additions of words 'not negotiable' Wil] 
not disturb the element of a ‘Special crossing’ 

(lu) Traverse lines not nccessar) DrawingofiHO parallel iraicne lines 
across the face of the cheque 1 $ not necessary Mere inclusion of name of 
a banker is sufficient Although there is no statutory compulsion the practice 
IS that traverse lines arc usually put across for better visibility of the name of 
the bank 

(/v) Crossed to a Danker The cheque shall be deemed to be crossed to the 
banker whose name appears across the cheque Payment of the cheque so 
specially crossed cannot be made to the banker other than the one stated in 
the crossing 

roPMS or srcctAL cro?5ing 
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(r) Crossing h a Esri. Stamp Cre«srac can be handwritten, Ijx^ or 
stamped In order to male it diclioct, banlers u«e round erlnansidar came 
stamp for crossing the cheque before studies it for collection 

EiTECT DF A SPECIAL CROSSING 

A cheque iMlb «peaal crossias becomes nere 'afer became it has to b* 
paid only when presented through the back named in the CTOssmg. Acco'ding 
to Section 126 

^VTicrc a cheque IS crossed <p5ciaUv, the banker on whom it is drawn 
*haU not pay it otherwise than to the banker to whom it is crossed or his 
agent for collection ’ 

Due *0 the provisions of Section 126. coHecting bankers are empowered 
to appoint other banks as their agrat m places where their own offices do not 
exist. Paving bankers should also tasurc that payment is made to the banker 
nam'd in the crossing or its authorised ag^nt, 

DOUBLE CROSSING 

special Crossing lavolvTs a name of a banter ihroogh which the pav 
ment has to be made The purpose of a special crosstn; will be defeated if it 
hss been crossed speeiallj twice But as a oroharj to Section 126, •Jar*’/? 
erossutg' or crossing in fav our of two banks t$ allowed wbre tie first banker 
does not have its branch at the place of the paying bankTf To quote Section 
127, ‘\\Tiere a cheque cio>ved «peaaUv to more thin oat bankt", exeept 
^\hen crotsrd to en agort for thf piirposi ofttUcfiion, the binler on nbcmit 
15 drawa«hall refuse payment thereof * Accofdicg'j double crossing isv'ahd 
only for the purpose of collection Double crossing can be made only by a 
bank and not by any other party to the cheque The banker mabag the 
double crossing should make It clear in ih? crosses it^lf that ^ueh crossiag 
IS made for the purpose of collection olh'rwise the double crossing will be 
treated irregular and irrelevanL 


FOR^tS OF DOUBLE CROSSING 



CAOSSING FOR TWO BRANCHES OF THE SXXC 

WTiere one branch of a bank senib a ticque for collection to another 
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\)ranch of the Sam: bank it may cross the ch«quu spcciaJly but such crossing 
won t be termed as a double crossing since the two branches in\ol\ed do not 
constitute separate banks The collecting branch, therefore, need not use the 
words ‘agent for collection’ m the crossing The following crossings arc 
treated as regular crossings 



PRACTICAL view POINT 



Though the law under Section 127 requires that the banker making the 
double crossing should clearly state that the cheque is being sent to the agent 
for collection but the prevalent practice is diflvrcni Banks before sending a 
cheque for collection, endofsc it m favour of the agent for eolfection and also 
make it clear that the endorsee bank will act as an igeni for colJcctJon Aficr 
doing this, the provisions of Section 127 need not be followed and the double 
crossing without the words‘agent for collection will be treated as valid A 
specimen of such an endorsements is 

Pay to Syndicate Dank Jammu 
as agent for collection for 
Mode] Bank Ltd , Jamnagar 
AnttI John 
Aeeot 


However, the provisions of Section 127 shall remain cITectivc if the fact of 
‘agent for coUcclion’ is neither mentioned in the endorsement nor is stated m 
the crossing The cheque m such an event shall be treated irregularand may 
be dishonoured 


RCSTRlCTlVt CROSSING 

This mode of crossing is very much in practice although no statutory 
provisions have been made for it separately The purpose of making a restric¬ 
tive crossing is to protect the cheque ffom falling jn wrong hands (thieves, 
fraudulent persons etc.) by imposing restrictions on the transferability and 
negotiability of the cheque Words like‘Account Payee* or ‘Payee’s Account 
only’ or ‘Account of X only arc used either in general crossing or in special 
crossing of the cheque Thus provisions of Sections f2J 124 and 126 of the 
Negotiable Instruments Act are read tog^hcr 
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FORMS OF RESTRICTIVE CROSSING 



White collecting a cheque beanng a restrictive crossing, the collecting 
banter should ensure that its amount is credited correctly to the account of 
the named payee and not to any other account Violation of the instructions, 
as contained in the restrictive crossing, will make the collecting bank liable 
for any loss to the true owner In a specially crossed cheque the paying 
banker is also bound to make the payment to the payee through the banker 
named in (he crossing 

CFFECTS OP A ‘^OT SCOOTtABU’ CROSSING 

Where a cheque bears a ‘not negotiable* crossing, it is transferable but it 
loses Its characteristic of negotiability Tbe holder of the cheque cannot obtain 
a better title than that of his transferor The privileges of a‘holder in due 
course’ mentioned tn Section 9 of the Negotiable Instruments Act are not avail* 
able to the transferee of a cheque crossed ‘not negotiable’ even if the transfer 
IS before raatunty, for value received and m good faith According to Section 
130, ‘A person faking a cheque crossed generally or specially, bearing m either 
case the words ‘Not negotiable' shall not have and shall not be capable of 
giving a better title to the cheque than that which the person from whom he 
took It had ’ 

Thus, if ‘A’ 15 the holder of a bearer cheque crossed generally, and ‘B’ a 
thief steals it and gives it to 'P* who encashes it, ‘P' has no title to the cheque 
and IS therefore liable to refund the money to the true owner ‘A’ 

The words ‘Not negotiable’ have no practical significance if they do not 
appear between two parallel traverse lines Mere writing of words ‘Not 
negotiable’ anywhere on tbe face of a cheque does not constitute a valid 
crossing Though these may be written either above or below the lines, in 
order to be effective the words must be so placed as to show that they arc 
connected with the statutory crossing The purpose of a ‘not negotiable’ 
crossing is to affcid protection to the drawer of the cheque against dishonesty, 
loss or theft in the course of transit In fact, a ‘Not negotiable crossing’ 
and a ‘not negotiable endorsement* have the same effect and either of the two 
may be adopted for affording (he cheque its non-negotiability However, a 


‘Sheldon, op c;r,41 
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‘Special crossing’ and a ‘not negotiable’ crossing have different effects. In the 
former, the paying banker shall not pay the cheque otherwise than to the 
banker on whom it is crossed or its agent for collection, jn the latter case, 
the cheque is deprived of its negotiability It is therefore necessary that the 
words ‘Not negotiable’ may be added to a 'Special crossing’ 

The paying banker docs not face any problem in paying a ‘not negotiable’ 
crossed cheque provided the payment is made (/) in due course, and (It) in 
accordance with the crossing Collecting bankers face great risks in receiving 
payment of a crossed cheque and especially those marked ‘not negotiable The 
customer's title on whose behalf the cheque it being collected may turn out 
to be defective and m that case the banker may be made liable to the true 
owner of the cheque Section 131 of the Negotiable Instruments Act protects 
bankers against such liabilities provided payment is in good faith and without 
negligence 

EFFECT OP A ‘ACCOUNT PAYEE’ CROSSING 

In a ‘general’ or a ‘special crossing the words ‘Account Payee* or 
‘Payee’s A/c only’ may he added so that chances of fraud are minimised and 
the cheque IS not collected m anybody s name except in the pa)ces account 
Thus, the ‘A/c Payee' crossing makes the cheque more safer This type of 
crossing, has not been provided m the Negotiable Instruments Act The 
'account payee’ crossing has been so widespread and has I cen m use for such 
a length of time that despite the obsence of any legal provisions, a cheque 
with such a crossing cannot be said to he invilid [Taifors Prt^a iT Gxttib 
GmdHhantoj {MK I9d3 Cal 36)1 While a crossing is a direction to the 
paying banker, addition of words ‘Account Payee’ is a direction to a collecting 
banker 

Cheques with'Account Payee’crossing have to be presented through a 
bank If the payee docs not have any bank account he must open an account 
because he cannot get the cheque collected through a 'third party s nceounf 

The ‘A/c Payee’ crossing has serious implicaiioni for the collecting 
banker because legally this crossing docs rot restrict the fransfenhility 
[National Ikink \s (1891) I, I Q D 435) also the I UiuhrwooiJ I td 
ir The liarik of Lherpool A. Martsns lid (1924) 40 T L. R 302J 
The words 'A/c Payee' arc in the form of a direction to the collecting 

banker that the proceeds of the cheques should be received for the 

payee only and credited to his account If the banker receives the 

payment for any person than the payee, the banker won’t be entitled to 

protection under Section 131 of the Negotiable Instruments Act because of his 
negligence So no bank would like to collect such cheques on Khalf of other 
persons On the contrary, the payee of the cheque, despite such crossing, is 
entitled to transfer the cheque to anyone and the iransRrcc can recover the 
amount from the transferor as an assignee of an actionable claim through a 
law court but so far as a collecting bank is concerned the transferee will face 
dilficulty in getting payment of the cheque through the drawee bank 
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DPENtNG OF A CROSSING 

When a crossing is cancelled, it is called ‘opening of the crossing* Only 
the dra^^ef of a cheque is aulhomtd lo open a crossing He should, cancel 
the crossing on the cheque by writing please pay cash wiihin the two lines 
and put bis full signatures below Opening of a crossing becomes signiQcant 
where printed crossed cheque forms are supplied by banker to its clientele as a 
safety measure against any possible forgery or fraud m open cheques When 
the drawer may desire to withdraw cash or the payee does not have any 
banic account and requests the draner to make the cheque payable over (he 
counter, the cheque has to be made openly cancelling the crossing under proper 
authentication 

There is no legal authority behind the cancellation of a crossing but it 
bears sanction of the mercantile custom Payment of cheques with thecrosstng 
opened may expose a banker to seseral risks especially where tbs drawer 
has posted a cheque and an unauthorised person intercepts the cheque m 
transit, cancels its crossing by putting forged signatures of tbe drawer and 
also forges the payee’s endorsement The banker paying such a cheque is 
liable to tbe true owner for any loss that may ensue, no matter whether the 
cheque was crossed originally or tbe crossing was made subsequently by the 
payee 

In order to a\uid such diQicuU situations for bankers, tbe London 
Clearing Bankers passed a resolution in 1912,‘That no opening of cheques 
be recognised unless the full signature of the drawer be appended to tbe 
alteration and then presented for payment by (he drawer or by his known 
agent * 

Cancellation of a crossing is a ‘material alteration’ in law and therefore 
8 banker should not pay such cheques unless he has confirmed such alteration 
from the drawer himself 

ALTERATION AND OBLITERATION OF CROSSING 

Crossing being a material part of a crossed cheque, the holier is not 
pnfrnirfted Co effect sayaKfrsl cw, ta tbe enrsttitg <ra s Thus, s haidec 

cannot alter the ‘special’ crossing into a ‘gcn*ral’crossing or cannot take 
away words ‘not negotiable’ appearing in the crossing 

Where a crossing on a cheque is obliteraietl, defaced or erased and at the 
time of presentation the cheque does not appear to be crossed or the obhteni' 
tion IS not clearly visible, the paying banker shall be treated discharged from 
all bis liabilities This protection has been afforded to paying banks under 
Section 89 

PRISONS AcrrifORiSED TO CROSS A cnrQDE 

In term of Section 125 of the Negolible Instruments Act, tbe following 
parts are authorised to cross a cbeqne 

1 A drawer may cross a cheque gcaemlly or specially, 

2 Where a cheque is not crossed, the holder may cross it generally or 
specially 

3 Where a cheque is crossed generally, the holder may cross it specially 
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4 Where a cheque is crossed generally or specially, the holder may add 
the words ‘not negotiable* 

5 Where a cheque is crossed specially, the banker to whom it is crossed 
may again cross it specially to another banker for collection 

6 Where an uncrossed cheque, or a cheque crossed generally is sent to 
a banker for collection, he may cross it specially to himself 

PAYING banker’s LIABILITY ON THE CROSSED CHEQUES 

A paying banker should strictly follow the directions given in the crossing 
of a cheque Any violation of these directions might make the banker liable 
to its customer as well as to the third party The provisions of the Negotiable 
Instruments Act decide the paying banker’s liability towards dilTerent parties 
of a crossed cheque The following points are of mlcrcst m this respect 

1 Liability to ihe Dra\ier If a banker makes payment m contravention 
to the directions of the drauer conveyed through (he crossing the payment 
shall not be deemed to have been made according to the mandate of the 
customer and hence the banker cannot debit his customer's account 
{Section 126) 

2 Liahlity to the true owner Where a banker pays a cheque crossed 
generally otherwise than to a banker or a cheque crossed specially otherwise 
than to the banker to whom (he same is crossed or his agent for collection, 
the paying banker becomes liable to the true owner of the vbeque for any loss 
he may sustain oiving to such pnymeni {Section 129) 

Due to wrong payment, the paying banker loses statutory protection as 
afforded to him by Section 128 and he is not discharged from his liability 
Out the provisions of Section 126 alternatively and Section 129 will be made 
effective when necessary Accordingly, either the drawer's account cannot be 
debited or the banker shall compensate to the true owner of the cheque 
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MEAmG OF TOE PAMNG BANKER 

A banter v,ho pays the cheques drawn on it or paj'S the bills domiciled 
to It IS called a‘paying banler’ Sheldon says, “the paying banter is the 
banter to whom the order to pay, nbtic the order lakes the form of 
a cheque is addressed i Aceordins to Dr Hart, ‘a Cpajtoe) banker 
IS one who in the ordfnnrv conree of his business, honours cheques drawn 
upon him b> persons from and for whom he rccciiei moo-y on eunrnt 
accounts’* Cheques are drawn by customers Wtb a special aereement 
between the banker and the customer, bills domiciled on ibe bank may also 
be drown by the cunomer or third party and payable by the banL 

BAKCER’S O&UCCTiaN TO MCU PATyiEST 

Unlike collection of cheques, payment of cheques is a lenl obligitios on 
the banker on whom they are drawn. Ko option is open to the bank to 
refuse payment, if the cheque is dub drawn and presented to it. ^Tiea a 
banker opens an account or accept deposits of a customer, the contract 
exists bettiecn the two whereby the former uodertales to honour the chcqn» 
of the Utter In Joachmson rs Smss Batk CerporaUan (192IJ 3 K.B 110 26 
Com. Cas 196, Justice Lord Atkin observed ihat, ‘the Bank undertakes to 
receive money and to collect bills for its cuslom“r's account The proceeds 
so received are not to be held in trust for the costomT, but the bank borrows 
the proceeds and undertakes to repay ibem * Hus, it is the primary duty 
of the bank to repay the amount by honouring cheques of the enstone'till 
the account has a credit balance If the banker makes d-rault in performance 
of this duty, he might be held liable for the damages, if any suffered by the 
enstomer 

Section 31 of the Negotiable Jnstminesls Act, IBS! also lays down 
spenficaHy the bankers obligation to honour the customer’s cheques 

The draw ec of a cheque having suJBcient funds of the drawer in his 
hands, properly applicable to the payment of such cheque mu^l pay the 
cheque when duly required so lo do, and IB default of such pavmenL 
compensate the drawer for any loss or damace caused bv such default 

So, the paying banker's oHiEalion to honour the cuslomer's mandate 
depends upon the fulBlment of the conditions discussed below • 

» Shejdcin. op ca . 16 
* H 's r •ir«’/.B3ntuir,-4th Edn., I 
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CHEQUE IN THE PROPER FORM 

The psytng banker is bound to follow the order of his customer since the 
latter has duly required him to do so That means the cheque issued by 
the customer should be m the proper form No form of cheque has been 
prescribed by the law So a cheque can be in any form but it should fulfil the 
conditions of a valid instrument as laid down in Sections 5 and 6 of the 
Negonablc Instruments Act Accordingly, it must be an unconditional order 
m writing signed by the drawer and drawn on a specified banker directing 
him to pay a certain sum of money to or to the order of a certain person or to 
the bearer Printed forms of cheques are supplied by banks to their customers 
Although customers can write their orders on any plain paper yet bankers 
reserve their right not to accept cheques in any other form than the one 
printed and supplied by the bank itself Use of printed forms has its own 
advantages — 

(/) It IS convenient to draw a cheque without taking any extra precau* 
tions 

(//) The counterfoil of the cheque serves as a record and a proof of 
payment m future references 

(/ii) Chances of forgery on such forms are minimised because the 
customer is advised to keep the cheque book under lock and key 
(Iv) It IS easy for the customer to countermand payment of any cheque, 
whose number already appears m (he bank’s record 

While issuing cheque books, banks keep a record of It m the account of 
the concerned customer and the customer should not use the cheque book of 
any other customer or of any other bank or of any other branch although courts 
of law protect Ihe right of the customer (o use any cheque form h Bi/iia 
Cocperaine DctelopmeiU and Cane JI/arAeting Union Ltd ts Bank of Bihar Ltd 
(AIR 1967 SC 389), it was held by the Supreme Court that if the drawer’s 
signatures had not been forged, his mandate on the cheque form surrendered 
by some other customer of the bank was valid However, this does not 
relieve the banker of his duty to take adequate precautions in making payment 
of cheques drawn on cheque forms not issued to the customer because this is 
fraught with risks of fraud and forgery 

1 Lxisicnee of Bankcr-Cusiomer rf/arKMij/;(f> A banker is bound to 
honour cheques drawn by the customer only Thus, the banker-customer 
relationship must exist between the drawer and drawee of the cheque, when 
It IS presented for payment Some sort of account with the bank must be 
roamiamcd by the customer 

2 SuJTicicnl funds In the hands of the banker Unless contracted other¬ 
wise, a banker should pay cheques, drawn by its customer when it has 
sufficient credit balance in the customer's account Where a customer has 
several accounts i e, fixed deposit account, savings bank account and current 
account, etc, a cheque drawn on any one account has to be paid out of that 
particular account only, balances tn other accounts should not be clubbed for 
Ihif purpose 

Also where a customer has accounts with several branches of a bank, 
he should draw cheques only on the branch where the account drawn upon, 
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IS bcingmainlained, and for the purpose of snfficienc} of funds accounls with 
other branches won’t be clubbed In Clare 4 Co rs Dresdner Bank (I91S) 2 
K. B 576, It was held that the banter’s obligation to paj cheques was 
limited to the place w here the account was lept. 

Where funds m the customer s cccouot arc insufficient to pa> the cheque, 
the banter cannot be a«ted lo make part pa>ment of the cheque The 
customer’s mandate contained in the cheque is for paj-tnent of the full amotmt 
of the cheque, noihiag more or sothiog less 

Sufficiencj of funds in the bands of the banter is subject to reasonable 
lime for boot»keepirg operations Thus, where cash is paid in, and entriK 
arc bemq made, cheque presented in the iniencning tunc maj not be paid 
Uncleared cheques cannot be taten into credit 

V^Ticre bv an aereement the customer has been allowed to overdraw the 
account, insufficiency of funds shall not stand in the wa> ofpasiriE the cheque 
to the agreed hmitslfle/r.ing tT 0 / V«, ZeafanJ AC 577] 

3 B-ninen da\ i and Butmest honet A banter is obliged to 

pay cheques presented on nortin? days and dunng business hours If a 
bank wants to remain closed on any day other than a public hohdas, it should 
grve anadtance notice to this effect to its customers A banj. mates known 
Its business boun to its customers by pulling a notification at the bank 
premises, if and when there is any eban^'e, the change u also noiiB-d to the 
customer Jo Ba/nes IS fkoiional ProMac/at Bjtk Lid (1927) 32 Com Cas 
216, It W'as held that if the closing time of business was 3 pm. and the cheque 
was paid at 3 03 p m , the pajmeoi was in the ordinary course of business. 
Howesex* a banker should not eocoorage payments id late btuioess hours 
because the drawer may countermand the pavasent of the cheque next day and 
the banker may be held responsible/or the payment made out of business 
hours 

A Tlie banker should not be released/rQtn his till) to pai If lanons 
cucumsUnccs such as death, tosohcncy or inranity of Ihedranrr etc., narrated 
in the following pages exist, the banter shall cot honour the cheques of the 
customer 

STATUTOXa PROTECTION TO THE FATING BANTER 

In carrying out the responsibility of payment of cheques, the paying 
banker has to incur many risks He has to foKow stnctly the mandate of the 
customer, thesLghtesl notation of the latter's instructions m the cheque might 
result in wrong payment and refusal lo pay the cheque wdl tantamount to its 
undue dishonour In both the cases, the banker is bable to the customer for 
ttnmagps, Mhatsoexer Practically it is not possible for a banker to hold 
detailed cnquines for eseiy cheque before nmking its payment because the 
banker has lo deal with a huge number of cheque both at its cash counters 
as uelj as at us clearing counters The law, therefore, prelects Jhe haoler 
against such risks. 

Let us see the pronsions of slalutoiy protection lo pay ment of cheques * 

1 Frotection in pa) meni of Order Gieqvtes Paying bankers arc proteC' 
ted against any forgeries in endorsed order cheques In other words, protec- 
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tloo IS available against forged endorsement and not against forged cheques 
Section 85 (1) of the Negotiable Instruments Act states • 

‘Where a cheque payable to order purports to be endorsed by or on 
behalf of the payee, the drawer is discharged by payment in due 
course ’ 

Payments of ‘Order cheques* without endorsement arc not protected 
by this section Before making payment, the banker must ensure that 
the presenter is a holder However Action 78 of the Negotiable Instruments 
Act provides that a drawee banker should make payment to the holder of 
the cheque Thus, protection is available in case of cheques endorsed by the 
payee himself or by an agent of the payee Cheques endorsed by subsequent 
endorsees also get protection under Section 85 (1) read m combination nith 
Section 16 (2) A banker cannot be expected to verify signatures of each and 
every endorser It can only examine chequespr/mj facie to see that signatures 
of the endorsers arc genuine In Jo^jhandax Jamunadax\x The Sa^ar Central 
Bank Ltd, the Bombay I Iigh Court held (hat if a cheque is drawn payable to 
‘A’ and falls into the hands of a thief who forges the endorsement of ‘A‘ and 
presents it to the paying banker, the bank will be protected if the payment is 
made in due course 

Two conditions should be fulfilled for availing protection under Section 

85 0) 

(f) Endorjenmt niusi be re^hir This Section emphasises on the 
regularity of endorsements Although genuineness of each endorse 
ment cannot be verified yet (hey must be regular Name and 
spellings of the endorser must tally With the name and spellings of 
the payee or endorsee as appear in the instrument Thus, if (he 
payee’s name is Kalyan Mai Chaudhry. while in the endorsement 
it appears as Kalyan Rai Chaudhry, the endorsement will be said to 
be irregular and hence (he paying banker won t be protected 
(/() Paynienl in due course Where (he endorsement purports to be 
regular, it must be followed by a 'payment m due course’ According 
to Section 10 of the Negotiable Inslnimcnls Act, ‘payment m due 
course’ means paymentio accordance with the apparent tenor of the 
instrument, m good faith and without negligence to any person in 
possession (hereof under arcumstances which do not afford a 
reasonable ground for believing (hat he is not entitled to receive 
paymeni of (he amount Iherein menjioned 
The following points emerge from this Section relating to a ‘payment m 
due course' * 

(а) Apparent tenor The payment must be made at or after maturity 
Payment of post dated and ‘stale’ cheques would not be a payment 
in due course 

(б) In good/alih The payroetil will be deemed to be in good faith if 
(he banker had no ground to bcliese (hat the person demanding the 
payment was not the true owner of the cheque 

(f) U iiboiit nceligcnee \\ here Ihc banker is suspicious about the title 
of the person demanding payment of cheque it should make neces 
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sary enquiries before making such payment [ W Walbank & Co 
Ltd 15 IVestmmsfer Bank Ltd (1924)] In ffadras Provincial Co¬ 
operative Bank Ltd I5 Official Liquidator, South Indian Match 
Factor) (50 Bom 118, 1926 Bom 262), the cheques were dratvo in 
favour of the plaintiff Company but the defendant bank allowed the 
liquidator encashment oftlicsechcques across the counter without 
making any enquiry The liquidator nusappropnated the amount 
It was held that the bank was negligent m making payment and 
hence it was not payment in due course 

(d) Pa) ment to the holder The payment should be made to the person 
in possession of the msirumeni, provided the banker does not have 
any suspicion about the person’s title in the cheque Thus, a person 
who docs not hold a cheque cannot claim its payment This 
provision is meant to prevent fraudulent payments 

(e) Paymenl m money The payment of ihc cheque should be in money 
and money only because it is expressed to be payable in money 
The person liable to pay cannot snbsiiiute any other mode of pay* 
meat OTthout the cousent of Ihc holder However, if both the 
parti's agree, the drawee bank may make the payment by giving a 
cheque drawn by It on another bank [Meyer and Co Ltd vs Sze 
ffai Tong Banking and fiisurancc Co Ltd (191J) AC 847J 

Thus, inspite of the statutoiy protection accorded by Section 85 (1), the 
paying banker should not feel relieved of his duty to verify the genuineness 
or validity of the endorsement A banker not taking proper cate might be 
charged of acting negligently Hie folloiving case (hough it relates to payment 
of demand drafts, throws light on the paying banker’s responsibility under 
Section 85 (1) in respect of order cheques bearing endorsements 

Central Bank of India Ltd , Bombay >5 V. Gopioallian Nair and others 
{AIB 1970 Kerala 74) In this case, one Mr C purchased a bank draft of Rs 
4,000 from the Alleppey branch of ihe Central Rank of India on its New 
Market, Calcutta branch and payable to ’Hurry Dass Auddy’ or order The 
draft was senttoG's friend in Calcolia by post to be drtrvered lo Ram 
Prasad Auddy, who was the sole proprietor of the firm named ’Hurry Dass 
Auddy’ 

The draft, however, was intercepted id transit and was presented by the 
interceptor through a collecting banker with a forged endorsement pur 
porting to he that of the payee ‘Hurry Dass Auddy' The draft was 
collected in the account of ‘Esmifter and Co’ The draft bore a forged 
endorsement ‘Please pay to Esmifter and Co’ ‘Huriy Dass Auddy’ and 
another endorsement ostensibly on behalf of the Esmittcr and Co 

In the first endorsement the words ‘Please pay to’ were handwritten 
and the words ‘Esniitter and Co’, were impressed with a rubber stamp The 
same rubber stamp was also used m the second endorsement 

The account in the name of‘Hurry Dass Auddy’ had been maintained in 
the ‘drawee bank' for the last twenty years In the same month, two drafts 
smiilarly drawn in favour of the firm were deposited jn this account endorsed 
and signed by the sole proprietor (Ftw Mfs Hurry Dass Auddy, Rata Prasad 
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Auddy, Sole Proprietor) 

When the matter first came for heanng before Justice Mathew, it was 
observed by the learned Judge that the endorsement should have put the 
drawee branch on enquiry as to how ‘Hurry Dass Auddy’ got the rubber 
stamp of 'Esmitter and Co ’ It was something which should normally cscitc 
suspicion m the mind of a careful paying banker The same rubber stamp 
was used in two endorsements The paying banker also knew that ‘Hurry 
Dass Auddy’was a firm, so the signatures in the endorsement would have 
been that of Ram Prasad Auddy, Sole Proprietor and not by‘Hurry Dass 
Auddy’ as an individual It was held that the paying banker bad not proved 
good faith and absence of negligence on its part in paying the draft and 
therefore. It was not entitled to the protection under Section 85 (1) of the 
Act 

However, this liability of the paying banker was later set aside by a 
Bench of Kerala High Court consisting of 3 Judges who held that when a 
draft was presented by a collecting banker the drawee bank could rely on the 
collecting banker about the scrutiny in the title of the person presenting the 
draft The drawee hank was under no obligation to scrutinise the endorse¬ 
ments on cheques and drafts under such circumstances 

Thus, the case law provides important guidelines to the paying bankers 
where the drafts or cheques arc being paid to a person m possession thereof 
at the counter of the bank 

2 Proteclion In pa}mcnt of'Bearer Cheques' The person in possession 
of a cheque is called the ‘bearer’ First, a cheque expressed to be payable to 
the bearer, is called a 'bearer cheque’ ‘ Secondly, if the last endorsement on 
an order cheque is an endorsement in blank, the cheque is deemed to be a 
bearer cheque Payment of bearer cheques falling m the second category js 
protected under Section 85 (1) while payment of bearer cheques m the first 
category is protected under Section 85 (2), which reads as follows 

‘Where a cheque is originally expressed to be payable to bearer, the 
drawee is discharged by payment in due course to the hearer thereof, 
notwithstanding any endorsement whether in full or tn blank appearing 
thereon, and notwithstanding that any such endorsement purports to 
restrict or exclude further negotiation ' 

Two points emerging from this Section are 

(fl) Once a bearer, alnays a bearer On this basis a cheque originally 
issued as a ‘bearer’ should be paid without verifying the endorse 
ments, if any, on it and the paying banker will be protected 
laBliaraf Da/tk is Klsbmchand Chellaram 1 M LJ 560, il was 

held by the Madras High Court that although the collecting banker was 
negligent is not scrifying the endorsements on the cheque, the drawee banker 
was discharged by virtue of Section 85 (2) 

(b) raiment In due course Where an uncrossed bearer cheque is 
presented on the counter, the drawee bank shall be discharged by 
making its payment in due course • 

• Section IK I > Cxplsnsiion Ilo/lhe Ncgoiijbte IniinimcBt* Act 18SI 
' payment In due course (Section 10) bat already been discused 
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If a thief presents a stolen uncrossed bearer cheque across the colinicr 
and the dra^iee bank pays It %\itbout knowing the fact of the theft, the 
paying bank is protected [Charies Blaekw^l (1877) 2 CPD 151] under 
the Indian statute 

3 Protedior ni pa\ mem of Crossed Cheques Where the paying backer 
fallows the instructions contained in the crossing, he is protected by the 
Statute Section 128 of the Negotiable Instruments Act lays down 

I'Where the banker on whom a crossed cheque is drawn has paid the same 
in due course the banker paying the cheque, and, lo case such cheque 
has come lo the Lands of the payee, the drawer thereof shall respectively 
be entitled to the same rights, and be placed in the same position in all 
respects, as they would respectiscly be entitled to and plac-d in, if the 
amount of the cheque had been paid to and received by the true owner 
thereof’ 

Thus, for availing of the statutory protection, the following two 
conditions should have been fulfilled 

1 Paynieiil in due course Section 10 (Supra) 

2 Instructions of the crossms folhned (Section 126) This Section 
requires that the drawee bank shall not pay the amount of the cheque other¬ 
wise than to any bank, if it is crossed generally or to a particular bank if it is 
crossed specially 

Addition of the words ‘Not Negotiable or ‘Payee’s A/c only’ in the 
crossing, do not make any difference to the paying banker since the collecting 
banker shall take care thereof* When the paying banker has followed the 
provisions of Section 126, it shall be deemed that the amount has been received 
by the true owner of the cheque Paying bankers violating the provisions of 
Section 126 shall be liable to compensate the toss sustained by the true owner 
owing to the cheque having been so paid 

Where the banker loses protection under other sections, the protection 
under this section shall also not be available Thus, if the banker has paid a 
crossed cheque bearing an irregular endorsement he would lose protection 
under Section 85 (I) and so also under Section 128 This protection shall 
also not be available where a crossed cheque bears material alteration not 
authenticated by the drawer or where a crossed cheque bears forged signature 
of the drawer 


PRECAUTIONS BY THE PAYING BANKER 

While making payment of cheques across the counter or through the 
collecting banker, the drawee bank should exercise additional precautions 
irrespective of the fact whether the payment is eligible for statutory protection 
or not 

1 Amount of the cheque The amount mast be vvnttea both in words 
and figures However, if there is any discrepancy between the two, the 
amount stated in words shall prevail (Section 18) But a banker has a right 

* Motlson vs London County and fVestmtniter Bank Ltd (1914) 3 KB 355, 
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to refuse payment of a cheque where the amount is stated differently Ife 
does not incur any additional liability in doing so The amount written in 
the margin of cheque or drafts e g, 'Below Rupees Five Hundred' also 
provides a guide to the paying banker 

2 /rt f/ironofogira/on/cr of receipt Where scscral cheques 
drawn on an account of the customer arc presented for.payment, the banker 
should pay them in chronological order of receipt or on the basis of‘first 
received, first served When a number of cheques have been presented 
simultaneously across the counter or through the clearing house and if the 
funds in the customer s account arc insufficient for payment of all the cheques, 
the banker should pay some of the cheques as fir as the state of account 
permits Where some cheques arc ofhigher denominations and others are of 
smaller amount, the banker should use its own discretion preferably cheques 
for smaller amounts, should be paid first or cheques payable to tatauthonties 
or government authorities should be paid first 

3 Condufon of the cheque The banker should pay cheques which arc 
in good condition Mutilated, cancelled and torn up cheques should not be 
honoured Where mutilation involves some important parts of the cheque 
and crossing, amount, date, etc, arc not visible or legible, the banker should 
return such cheques with suitable remarks Cancelled cheques should also be 
given the same treatment because cancellation is always done deliberately by 
the drawer with an intention not to give mandate for the payment So far as 
torn up cheques arc concerned, it should be seen which part of the cheque is 
torn up, if any material part is not torn up payment may be made but if it 
involves some material parts say crossing, date, etc , the drawer should be 
asked to confirm such mutilations, c g , 

Torn by me by mistake 
Mutilation Confirmed 
Rama Kand riuarf 

If the cheque gels torn up at the collecting bank, it should also confirm 
such mutilation before presenting the cheque for payment e g , 

Accidentally lorn by us 
Mutilation Confirmed 
For Indian Overseas Dank 
Jeciaii Smgh Afc/ito 
Agent 

Sometimes, a customer tears up a cheque in several pieces with a view to 
cancelling it, and if any unscrupulous man picks them up, joins and presents 
for payment, the banker should not pay such cheques fn Soholcy rs 
Bamsbolfam (ISIO) 2Camp 485, the plaintiffhad drawn a cheque for£36<) 
but later tore it up into four pieces with a view to concclhng it out and threw 
them in a waste paper basket He drew a fresh cheque for equal amount, 
which was presented for payment indthc banker paid it An unconcerned man 
picked up the lorn up pieces of the cheque, joined them together and presented 
the re-made cheque for payment The paying banker paid this cheque without 
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noticing that it bore mutilations and anotfaer cheque of equal amount had 
already been paid The paying banker was held negligent for not making 
suitable enquiries about the mutilation 

DATE OF THE CHEQUE 

The drawer of a cheque should put a dale on it before it leaves his bands 
because his mandate becomes elTeclive only on after such date Undated 
cheques should be returned unpaid by the paying banker However, the 
payee and subsequent holders are also entitled to fill up the date {m an 
inchoate instrument) 

The cheque should be properly dated—writing of day, month and the 
year, e g, 25th February, 19S4, is essential A drawer mav put a date earlier 
or later than the date on which it is drawn Let us study the implications of 
such dating 

(fl) Antedated cheques and Stale cheques If the drawer of a cheque 
mentions a date earlier than the date of writing it, it is called 
'antedated cheque ' A paying banker has no objection in making 
payment of an‘Antedated cheque * But where an antedated cheque 
IS presented for payment after the expiry of six months of the date 
of the cheque, it becomes a 'Stale Cheque' As a matter of practic*, 
bankers m India do not honour stale cheques Such cheques ore 
referred back to the drawer for the needful to be done There is risk 
in entertaining a cheque after a long time of its issue because it is 
possible that it might have been lost by the drawer and be must 
have issued another cheque m place ofit Section S4orthe Negotiable 
Instruments Act aho requires the holder of an instroment to present 
It for payment within a reasonable time Determination of the 
reasonable time depends upon the usages of trade and banking 
sectors Although, there is no legal sanction to the accepted norm 
of expiry of a cheque after six months from the date of its issue yet, 
as a matter of usage, dishonour of ‘Stale cheques’ is considered 
valid 

(h) Postdated cheques Where the drawer of a cheque mentions a date 
subsequent to the date of Its issue or piesestment for payment, it is 
called a post-dated ch-’que A banker should not pay post dated 
cheques because the customer’s mandate in it is only applicable from 
the date mentioned and not before that Cheques are made post* 
dated deliberately by their drawers and seldom by mistake The 
reason of writing a post dated cheques by the drawee may be 
(i) He expects availabihly of funds m his account at a later date 
(h) He wants to pay money to the concerned party only after 
the completion of the contract possibly by the stated date 
{«;) He wants to borrow time for certain adjustments between hun 
and the payee 

Where a post dated cheque has been presented (o the paying banker on 
or after its ostensible date, its pajrracnt won t be invalid, even if Ihe paying 
banker knows that it was previously presented and payment was refused 
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Wause of It being a post dated cheque Whatsoever, a banker should not pay 
any cheque before its ostensible dale • The implications for such a pa>ment 
will be 

1 If the drawer has countermanded payment of the cheque before 
its ostensible date, the ray>*J8 banker cannot debit the amount to the 
customer’s account 

2 If the drawee bank has dishonoured any cheque of the customer 
because of insufllcicncy of funds caused due to payment ofpost dated cheques, 
the Kinker will be held liable for damages on account of in undue dishonour 
under Section 31 of the Negotiable Instruments Act I SSI [Pollock * r Bank of 
JVeii Zealand, (1901) 20 N2LR 174] 

3 In case of insolvency, death or insanity of the customer aficr issue 
of a post-dated cheque, the relative account ivdl be rendered inoperative 
Post dated cheque presented after such an event cannot be paid 

4 Payment of post dated cheques shall not be a ‘Payment m due 
course’(Section 10 jiipro) and hence statutory protections under Sections S5 
and 128 of the Negotiable Inttruntents Act shall not be available to the 
paying banker 

drawer’s signatures 

The payiog banker should see that the signature of drawer of the cheque 
tally with the specimen signature held in the bank’s record Cheques without 
signatures should be returned unpaid The customer of the bank may also 
delegate his powers to draw cheques and as such the signatures of Ihcaiiorney 
or agent should tally with the specimen provided to the bank The person 
signing on behalf of the customer should clearly state that he is signing 'per 
pro’ as an agent of the account holder In case of partnership firms, clubs, 
companies, and other institutions the signatory should place a ‘rubber stamp’ 
of the concerned institution (for which be is signing) along with hts signature 

FORGERY OF DRAWER’S SIGNATURE 

Where the drawer’s signature is forged, the paying banker docs not gel 
any statutory protection in paying the amount of the cheque There is no 
authority or mandate from the customer and as such the banker cannot debit 
the account of the former * 'The loss has to be suffered by the banker himself. 
The banker cannot escape this responsibility even when the forgery of Signature 
was committed with such an ingenuity and elevemess that it could not be 
easily detected by the banker IBhagnanJas \s Cmt (1904) ILR 3 Cal 249J 
When there is the slightest doubt in the genuineness of the customer’s 
signature, the banker should make proper enquiries or have U confirmed 

> In Gilbert Leciures 1917.S»r John Pajet esptMied the opinion Mhat • banker 
who r»y* * post dated cheque before the osiemible dale, stands a very poor chance of 
being able to debit his customer vrilh il m any cooceivabfe circumstances if the caslomer 
chooses 10 pbicct to be so debited 

t To quote C J Ilesi in tonne ?» Croie (1*17) 4 Hing 253 'UndouHedly a 

bankervihorays a forgedchequeii mreneralbound to pay the amount again to his 

customer because in the first instance, hepsyswilhout aathoruy * 
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by the customer otherwise be will be charged of negligence When cheques 
bearing forged signatures are paid, there arises the question of bearing the 
losses between the banker and the customer, the main criterion to be considered 
in this regard is the negligence on the part of the customer and the banker 
The following legal cases throw light on the aspect of contributory negligence 
of the banker and the customer in such cases 

banker’s NEGLlGENCh 

Rehta Co op Derclopment and Cane Marketing Union Ltd and Another 
V5 Bank of Bihar Ltd and Others {AIR 1967 SC 389) In this case, the 
Marketing Union was having a running account with the defendant back 
The Joint Secretary and the Treasurer of ihe Union were authorised to draw 
cheques On 16th April, 1948, a cheque for Rs 11 000 purported to have 
been signed on behalf of the Union was paid by the Bank Of the two 
signatures on the cheque that of the Joint Sccrelary were forged while that 
of the Treasurer were genuine The cheque so paid had not been written on 
the cheque forms supplied to the Union but had been drawn on a loose 
cheque form surrendered by an cx customer of the bank and reissued to 
someone on 23rd March 1948 Some bank employees colluded m paying the 
amount of this cheque The Bank was sought to be made liable for its gross 
negligence in paying the cheque bearing a forged signature of one of the 
drawers The Supreme Court made the following points in their judgement 

1 Since the signatures were forged, there was no mandate of the 
eustomer at ad to the banker 

2 There was negligence on the part of the banket in not ascertaining 
the genuineness of the signatures on the cheque 

3 Some of the ofRcers of the bank were fraudulent and the bank was 
negligent right from the beginning 

4 There was no negligence on the part of the customer according to 
whose resolution, the cheque had In be Isigned jointly by two 
persons 

3 Tke A.ifewf.fJj' £‘f 3 ps.'Lvi/hr i^fSesr of /Aw Lbrw.v hw.t wrat tJjff 
proximate cause of the loss to (he bank 

Kepitigalla Robber Estates Co Ltd ij ThcrsationnlBankoflodiaLiniited 
(1909) 2KB lOlO Id this case, cheques drawn by the plaintiff Company 
on the defendant Bank were to be signed by the Secretary and two Directors 

The Bank paid forty two cheques of the plamlifT Company on which the 
Secretary had forged signatures of two duwtors Against a suit filed by 
the Company the Bank contended that iheplamtiffCompanycould have made 
proper examination of the pass book and detected the frauds Justice Bray 
of the Karnataka High Court held that the Company was under no obligation 
to ils banker to organise its business as to make forgeries irapracLcable 
Further, the Court rejected the plea of the Bank to estop the customer from 
setting up the forgeries against the bank 

Lala Pirbhu Dayal vj Jnala Bank Ltniitcd {AIR 1938 Allaliabatl 374) 
Where the plamtifT had admitted that he had kept the cheque in the small 
bailhak of ins house to which other persons also had an access and the box 


Payment of Chtques andBlils 235 

6ontaining cheque book was not locked during the day, the defendant bank 
pleaded that the customer's negligence was the mam cause of the forgery 
However, the Allahabad High Court held that customer s ncghgencc was 
probably the remote cause of Joss It was the duty of the employees of the 
banic to verify the signatures of their customers and if they failed to discharge 
their duties the customer could not be asked to make good the loss Thus 
the banker's ncgli gence was the mam cause of loss 

Abbu Chettiar ir Hyderabad Stale Bank {AIR 1954 Madras 1001) 
Where a customer is frequently issuing bearer cheques for large sums the 
paying banker cannot lake any defence, if the drawer s signatures were forged 
on It Justice Ramaswami summed up the following points m hts judgment 
(/) It IS for the customer to establish afnmiatJvcJy that the sisnature on 
the disputed cheque is forged or unauthorised 
(ii) If the drawer’s cheque is forged or unauthorised, however clever 
the forgery is, the banker cannot debit the customer's account unless 
he establishes adoption or estoppel 

(ill) What amounts to adoption or estoppel is dependent upon the 
circumstances of each case 

(iv) In order to mike the customer liable for the loss, the neglect on his 
part must be in, or intimately connecicd with, the iransaction itself 
and must have been the proximate cause of loss 

(v) The banker cannot set up either estoppel or adoption, if hts own 
conduct or negligence has occasioned or contributed to the loss 
The judgment m a later case, df/j/whai/ilij/ii i-frf \s Mil Dhushan 
(AIR 1961 Punjab S7() was on similar tines 

customer’s NtCLIOCNCE 

From the case laws cited above, one could infer that a banker is 
easily made a scapegoat for all the forgeries of the drawer’ss ignaturcs But 
this is not a fact In certain other cases,cited below, where the customers 
negligence has been established, the paying banker has been relieved of 
its liability on forgeries of the drawer’s signature A customers negligence 
may be of two types 

1 Customer s know ledge of forgeries and estoppel 

2 Loss of cheque books and forms from the customers custody and 

the consequent forgeries 

Greenwood \s Martins Bank {1933) A C 51, 101 L,J K B 623, 147 L T 
441 In this case, the plaintift s wife had forged signatures on some cheques 
over a period of time The defendant bank paid the cheques without know¬ 
ing about the forgery of the drawers signatures When the plaintiff. Dr 
Greenwood, came to know the fact of forgery, his wife confessed the gmic 
saying that she had to commit forgeries to finance her sister in legal 
proceedings Out of consideration for his wife the plaintiff reframed from 
advising the bank of the forgeries for eight months Later on when he made 

enquiries, he discovered that there was no such litigation He told her wife 

that he was going to inform the bank whereupon -;he committed suicide 
Subsequently, the plaintiff sued the defendant Bank for recovery of sums 
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3g£regating £ 410 6 sh paidanay on the foiled cheques Held that the 
husband had, by his silence, deprived the bant or Its nght of action against 
the forger and he was, therefore, estopped from setting up the forgenes 
ageunst the bank 

This decision was based on the pnnciple of Estoppel, which was estab¬ 
lished ID an earlier case Jaw (Macmillan's case) In the Court of appeal 
L J Scrutlon, observed that 

‘There was corresponding duly on the customer, if he became aware that 
forged cheques were being presented to his banker, to mfonn the banker m 
order that the banker might avoid loss u future ’ 

Lord Tomlin said, the deliberate abstention from speaking in those 
circumstances seems to me to amount to a reprcscntaljoa to the respondents 
that the forged cheques were in fact ID order, and assuming that detriment 
to the respondents followed, there were il seems to me, present all the ele 
menls essential to estoppel * 

Broinj TJ WestmiBSter Bank Limiled (7954) 2 Z./ntd*r 187, 8 LDB 
2S6 In this case, the plainlif. an old widow, whose memory was impaired 
was maintaining an account in the defendant bank The alleged cuipnt, Albert 
Carless, was a servant of the lady He forged her signatures on some 329 
cheques 

The defendant bank had several tunes, through two successive managers 
of the branch concerned, drawn the attention of their customer to the number 
of cheques parsing tfirough her account p^able to her serv'aot ‘Carless' On 
the first such occasion, she said that she was in the habit of asking Carless to 
cash cheques for her at the local Bntish Legion Club to save her the trouble 
of Msiting the branch On other occasions, sbe did not deny drawing the 
cheques 

The new Branch Manager contacted Dr Forrester Brown, the customer’s 
son, who held her power of attorney When Mrs Brown urdeistood the 
entire gamut, she chose to bring an action against the bank in respect of 329 
cheques, which were alleged to be forgeries.ibeir sums aggreganngL J234 Tsh 

Justice Roskill held that the plaintiff was estopped from setbog up the 
forgeries against the bank ‘ In connection with the cheques of which the 
bank had querricd first were represcnlcd as geouine. though they bad been 
forged The plaintiff was also debarred from setting up forgenes m regard 
to future cheques 

Bankers are not allowed to take defence of a customer’s negligence and 
consequent loss of cheque books or blank cheques In Bank o/ Ireland Governor 
end Co ij £jen’j C7iarf/iM TViu/pcj (1855) 5 H L. Cas 389 Justice Park 
observed that ‘if a man should lose his cheqncbool, or neglect to look the 
desk in which it is kept and a servant or stranger should take it up, it is 
impossible m our opimon to contend that a banker pajing his forged cheque 
would be entitled to charge his customer with that paj-ment.’ In Abhu 
Cheffinr rs Hyderabad State Bank (1954) 1 M L. J 516, too Justice 
Raroaswami said that ‘mere carelessness m keeping the chcqnc book is of 

* Chorley and Smart, Ltadtng Cates in she La<r of Bsrikine. Sxeet & Mirwell 
London, 67-68 
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course, of no use ’ In Lala Pirbhu Dayal J»aJa Batik (AIR 193S All 374), 
access of unconcerned persons to cheque books and consequent forgerjes nas 
considered a remote cause 

MATERIAL ALTER’ATIONS 

Any alteration or correction m the cheque which affects or destroys the 
original expression of the inslniment » called ‘material alteration’ 

It was quoted in Gourchandra l>as n Prasanna Kumar Chandra (33 Cal 
812-816, 10 CWN 789 3 CU 363) that‘Material alteration is a change in 
any instrument which causes to speak a different language m legal effect from 
that which It originally spoke or which changed the legal identity or character 
of the instrument either in its terms or m the relations of parties thereto ’ 
According to the Halsbury, 'a material alteration is one which varies the 
rights, liabilities or legal position of the parties as ascertained by (he deed m 
Its original state or otherwise vanes the legal effect of the instrument as 
originally expressed, or reduces (occrtaintysomeprovision which wasongmatly 
unascertained and as such void or may otherwise prejudice the party bound 
by the deed as originally executed The effect of mating such an alteration, 
without the consent of the parly bound, is exactly the same as that of 
cancelling the deeds ’ 

The hw in India relating to material alterations is contained m Sections 
87, 88 and 89 of the Negotiable Instruments Act, 1881 

‘Any material alteration of a negotiable instrument renders the same 
void as against any one who is a party thereto at the time of making 
such alteration and does not consent thereto, unless it was made m order 
to carry out the common intention of the original parties' (Section 87) 

Thus, two mam points emanate from the above Section 

1 Any alteration in the mstniment vill be termed as materia) 
alteration, 

fa) if It changes the contract of party thereto in any respect, 

(b) if it changes the number or relations of the parties, 

(c) if an incomplete document has been completed otherwise than 
as authorised, 

(d) if It alters the business effect of the instrument such as change 
of dale, payee's name, sum payable etc*. 

(c) if It prejudices the party bound by the deed as originally 
executed, and. 

(f) if it vanes the legal effect of the instrument as originally 
expressed 

2 \Vhcre all the parties to the instrument have consented to the 
material alteration, it would be a valid alteration All prior parties 
should give consent to such alteration Alterations »hould have 
been properly signed by the maker or the drawer of the instrument 

TYPES OF MATERlAt ALTEBATlO'.’S 

Every alteration is not material except the following as recognised by 
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1 Alteration of date by making the document antedated or post-dated. 

2 Alteration of time of payment 

3 Alteration of place of payment 

4 Alteration of amount 

5 Changing the rate of interest 

I 6 Changing the number of parties by addition or deletion 
7 Changing the medium of payment 
, 8 Removal of crossing 

9. Converting the ‘order* instrument into 'bearer' mstniment 

10 Inclusion or exclusion of the exchange rate 

11 Changing the date of endotsements 

ALTERATIONS PERMITTED BY LAW 

The alterations given below are not considered matenal alterations and 
hence these do not affect the validity of the instrument (refeTences of sections 
m brackets relate to the Negotiable Instruments Act) 

1 Conversion of 'bearer' into ‘order* inslrument 

2 Conversion of blank endorsement into endorsement in full (Section 
49) 

3 Crossing of cheques (Section 125) 

4 Qualified acceptance (Section 86) 

5 Completing an inchoate instrument 

6 Alterations made with the consent of all the parties 

7 Alterations made to carryout common intention of all the original 
parties 

S Alteration though material if made before the issue of the instru¬ 
ment 

9 Alteration made for purpose of correcting a mistake 

10 Subsequent attestation of signatures to a negotiable instrument 

11 The addition m (he margin of □ mere statement of fact 

LEGAL EFFTCr OF MATERIAL ALTERATIONS 

Section 87 of the Negotiable Instruments Act lays down the undermen¬ 
tioned effects of material alterations in negotiable instruments 

(i] Where all the persons, who were parties to the instrument at the 
time of the alteration do not consent to such alteration, the altera^ 
tion will become void against such persons 
(n) The person making such alterations would be liable to such altera¬ 
tions on his own 

(«0 Where alteration IS made to carry out the common intention of the 
original parties to the inslrument. alt such parties shall be bound by 
the alteration [Verca Pvt Ltd and others is Nenandram Naraindas 
and others (AIR 1974 Madras 4A)] 

(iv) Where the alteration affects the parties of the instrument at the 
time of such alteration, subsequent parties cannot put any claim 
against such alterations i 
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(v) Where the oltcration has been made by an endorsee, the endorser 
' shall be discharged from all his llabditjcs against such endorsee 
' (i/) An acceptor or endorser of a ncgoiiibfc instrumcni IS bound by his 
acceptance or endorsement notwithstanding any previous alieration 
of the instrument (Section 88) 

(v(i) Where the instrument has been altered by a stranger fraudulently 
and Without the consent of the holder, the holder shall not be 
liable to such alteration 

(vW) Where a cheque is materially altered and docs not bear full signa¬ 
tures of the drawer, it will no more be a cheque and the banker 
cannot debit the customer’s account 

PROTECTION TO TJfC PAYtNO BANKCR 

A paying banker is protected m piying the cheques which bear material 
alterations that arc not easily noticeable by the banker According to 
Section 89 • 

‘Where a promissory note, bill of exchange or cheque his been material¬ 
ly altered but docs not n ppear to have been so altered, or where a cheque 


uiiienvisc 111 uue couise, siiuii uistiiiigcsuvJi jicisuii iir uiiikcr iiutii uu 
liability thereon, and such payment sliiU not be questioned ’ 

The following conditions should he fiilfillcd in order to avail the 
st.itutory protection under Section 89: 

(I) The oUcration }s no! apparent Thcmaicnal alteration should not 
be nolicciblc with rcason.iblc care and scrutiny Thus, where a drawer his 
WTittcn the amount carelessly leaving the spicc before the amount in words 
and figures and subsequent holder fills ap the gip by raising the amount with 
such, ingenuity that this manipulation is not easily detectable, the banker shall 
be protected against such alteration. 

If the material alteration is noticc.iblc but the piying bink docs not fake 
reasonable care to detect it then he won’t get statutory protection 

J. I adics Beauty M State llanV of India {AIR 19S4, Ciij JS) In this 
case, the partnership firm ‘J. Ladies Bc.i«ty’ hid issued file cheques of which 
three cheques sscrc encashed Two cheques were tempered with and had 
been encashed not by the piycr, though the cheques were marked ‘A'c 
Payee'. The firm asked the bank to reimburse the amount which (he Bank 
refused Eventually, the matter was taken to the High Court It was found 
that the endorsement of’Payee’s a/c’was tempered with. One could read 
even with naked eyes that there was 'Payees a/c’ endorsement 

]t was also found that authenlicalion was not as per specimen signature. 
The Bank could not successfully prove that alterations were not visible when 
the cheques were paid The Court held that the Bank was negligent in 
accepting the cheques and making payment to the bearer The appeal was 
allowed 
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(h) Tlie Banker makes the pigment m due course The payment of a 
matenally altered cheque should ba\e been made by the banker m good 
faith and without negligence 

A few legal cases relating to matenal alterations are summarised below • 

Tanjore reroianenl Bank Liroilcd S R Rangachan {AIR 1959 Mad 
JI9,122) In this case, the customer had signed in blank two cheques and 
had handed them o\er to an official of the bank The ofBcial filled m the 
cheques made them payable to the customers clerks, forged their signatures, 
passed the cheques himself for pvajunent and misappropriated the proceeds 
The customer brought an action against the bank for wrongfully dehiiing his 
account with the amount of cheques The loner court held that since (he 
official misappropriated the cheques, the bank should bear the loss But on 
appeal, the Madras High Court held that alterations of amount m figures and 
words were material and apparent and the bank could not claim protection 

jQjdebDasir Natioasl Bank of India Ltd {6SC}\ N, 282) In this 
case, the plaintifT who had his current account m the defendant bank got 
prepared a cheque for Rs 100 for his signatures Before putting his signa¬ 
ture on the cheque h* found that there were gaps between the printed words 
‘Rupees’ and the words ‘One hundred* and also between the printed ‘Rs ’ and 
the figure ‘100’ The plaintiff put cross marks m both the blank spaces and 
appended bis signatures below the words and figures Subsequently the 
cheque was fraudulently altered to Rs 6100 by the holder and the defendant 
bank paid the cheque It was held by the Court that though the alterations 
were maleriat. jet appeared (o be auihenlicaled by the full signatures of the 
plaintilT and therefore the bank was protected 

Brahma Shum Sbere Jaog Bahadur ts Chartered Bank of Iodia» 
Australia and Cbioa {1965) Comp Cas 526 In this case, a cheque drawn 
for Rs 256 in favour of J M Das Gupta was stolen in transit and materially 
altered by raising the amount to Rs 2,34,081 and by changing the pajee’s 
name to S Dass &. Co On preseoimcnr, the drawee bank paid the cheque 
It was held that since alteration or obbtcration on the face of the cheque was 
not apparent, the paying banker was entitled to the protection under Sec 89 

MARKINQ OF CHEQUES 

When the payee of a cheque wants to be certain about the 
payment of the cheque and the drawer of the cheque is not known to 
him, he may approach the drawee bank for ‘marking' or ‘certification* 
oFit Marking or certification is a method by which the paying banker 
verifies the customer's account, and sufficiency of his funds m hand to meet 
the cheque [Sua Ram Jfnmjlnimiola u Bomho) Dulhon Association 
Ltd and others {\957) Comp Cas 526] Marking is done by the banker by 
wntmg Good for Payment across the face of the cheque, preferably in red mi 
and then initialling It Marking of a cheque by the drawee bank simply 
lends support to the mstrument showing (hat it is drawn m good faith 
and on funds sufficient to meet the payment It also adds to the credit of 
the bank on which It is drawn [Lord Hidsbury in Gaden \s Neisfoundland 
5 flmgs Bank (1899) A C 281] Marking of cheques, as in the USA, is equal 
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to accepting a bill‘payable on demand’but, in the opinion of well known 
writers like Chalmers and Paget, this should not be treated at par with 
acceptance of Bills of Exchange 

Marking of cheques IS no more prevalent in the UK, but countries like 
USA and Canada are making wide use of it Marking or certification of 
cheques is not a guarantee for payment The paying banker shows through it 
the state of the customer s account at the tune of marking If the cheque is 
presented for payment at the same time it will be duly paid, but if it is 
presented later on, the paying banker can dishonour it irrespective of his 
marking thereon Thus, marking of cheques is not a legal obligation on the 
part of the paying banker and does not involve him in the direct or 
immediate liability either to the payee or subsequent holder of the 
cheque 

However, the paying banker has discretion in making payment of a 
marked cheque and no suit can be brought against him for his failure to abide 
by his ‘promise’ emanating from the marking On the other hand, marking 
of cheques confers several rights on the paying banker, namely 

(/) He can withhold the amount m the customer’s account 
(fi) Consequently other cheques drawn by the customer may be 
dishonoured, if funds available m the account are inadequate 

(ill) He may not follow the couniermaodmg orders of the customer m 
connection with (he cheque marked by (he banker 

(tv) The banker may make payment of the marked cheque irrespective 
of the death, insanity or insolvency of the customer which otherwise result 
into discontinuance of (he account 

Thus, special features of marking of cheques may be summarised as 
under 

1 A formal request should be made to the drawee bank for marking of 
the cheque 

2 A marked cheque should be presented within a reasonable time till 
the sulTicicncy of funds exists 

3 Marking is neither an acceptance nor n piaraniee for payment 

4 Marking enhances the rights of the drawee bank while it does not 
afTect his liability 

5 Marking creates a climate of certainty and adds to the credit of the 
drawee bank 

CIRCUMSTANCES OF MARKING 

Marking of cheques may take place m different circumstances It may 
be done either at the instance of (he holder, or at the instance of (he drawer 
or at the request of the collecting bankenor a clearing house Any of these 
circumstance may happen individually and all of these cannot combine 

I ffarkintt at ffic Instance of the Hotter Marking may be efTcered at 
the instance of the holder or the payee Where the holder wants to ensure 
if sufficient fundi he m the customer’s account m the banks he may do so by 
getting (he cheque marked up by the drawee bank But this (} pe of nurking 
1 $ not much meaningful because fust, the banker, under the existing claim. 
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cannot appropnate the amonnt of such a cheque, secondly, the customer can 
exercise bis right of couatennanding payment of the 'marked* cheque 
and, thirdly, if funds available in the account get reduced due to 
payment of some other cheques drawn by the customer, the marked cheque 
presented subsequently for payment would be dishonoured by the banker for 
which no damages could be claimed la Prince ts Qnenlal Bank Corporation 
(1878) 3 AC 352 (PC), 38 LT 41, it was held that marking of cheque is only 
an intimation to the holder for suCBcicncy of funds and not for an appropna- 
tion of funds 

If the customer vpithdraws funds from his accounts before the payment of 
a marked cheque or if the customer countermands payment of such cheque, 
the drawee bank cannot be held responsible uj any manner fornon payment 
of the marked cheque and also the amount of such cheque cannot be debited 
to the customer's account A belter course for the bolder would be to enter 
into a separate contract with the bank to withhold the customer’s funds for 
making payment to him and in such case marking of chequ' tmU not be 
necessary 

2 Marking at the jMance of the Droner Where I be drawer wants to 
satisfy the payee, be may request the banker to mark the cheque'good for 
payment* This amounts to a coosinictive payment and uolde at the request 
of the holder, the banker is entitled to retain and witboJd funds m the 
customer's account to meet the marked cheque Coasequenlly, the drawer 
loses h» right of countermanding payment of that cheque and the banker can 
nghtfullydishoooursubsequenrchequesforwant of funds Butabankeris 
under no obligation to mark a cheque and if he refuses to do so this will 
not amount to bis disfaonounng the cheque 

3 Marking at the request of the CoUecfing Banker or a Clearing Bouse 
This IS a universal form of marking When a cheque is received late for 
presentation for that day through a clearing boose, the collecting banker may 
send the cheque to tbe drawee bank for its markiog so that fate of the cheque 
could be well decided, cheques so marked are presented through the deanng 
house next day which arc paid as a matter of practice This is also known 
zs markiog oTcbeqve'behxeen a banker and banker' Inthewords ofJustjce 
Cockburn ‘A custom has grown up among bankers themselves of marking 
cheques as good for tbe puipose of clearance by which they become bound to 
one another* (Gootfmn vs Boberts, 1S7S) According to John Paget, the 
marking of cheques between banker and banker constitutes a constrvettre pa}ment 
jusnee Buckley also held the same views m Beaamonr n Euhankj (19D2) 1 
Ch 889 In the Bank of Baroda Lid ts Punjab Baltonal Bank Ltd and 
ot/jcM (1944) 2 All F-R 83, it was slated by Lord Wright that although 
the certification was not as acceptance within the meaning of the Indian law 
yet It was relied on as constituting acceptance Such custom prevailed in 
Calaitta subject to the regulations of the Calcutta Clearing Banks Association 
Since such marking is a constniclis'e payment, the banker should appropnate 
the amount for specific purpose and make asailablc the remaining amount for 
meeting other cheques The customer cannot countermand payment of the 
cheque so marked 



Payment ef Chtgues and BIIU 243 


MARKING OF POST*DATtD CHEQUE 

Marking of a posf dated cheque js as jnvaJid as the payzneot of a post* 
dated cheque itself The banker marking a post dated cheque is not within 
his rights and therefore he is not entitled to appropriate the amount 
of the cheque in his customer’s account The folfomng case law is important: 

Bank. ofBarodaLtd ir The Pao]ab National Bank Ltd, and others 
(19^4) dS CffiV, Ccl In this case, one Mr Ghosh opened an account inMay 
1939 in the Bank of Baroda Ltd , Calcutta with arrangement that the latter 
would provide short period overdrafts to the former Mr Mitter, who had an 
account m the Punjab National Dank, Calcutta, stood as a guarantor for Mr 
Ghosh On 13 June 1939 ‘M’ brought two cheques of Rs 1,40,000 and 
Rs 1,35,000 respcetiNcly in the Punjab National Bank These cheques were 
drawn by *G’ on Bank of Baroda and had been marked 'Good for payment till 
20June’ ‘M’wanted to withdraw Rs 2,40,000 on the basis of these cheques 
which were due only after 7 days Mr Bhagwan Das, Manager of the Punjab 
National Bank demanded a single cheque for Rs 2,75,000 instead of two 
cheques Accordingly ‘M* brought a single cheque bearing a marking 'good for 
payment' and sicned by M P Amin, Manager of Baroda Bank The Manager 
of the Punjab Bank discounted the cheques for Rs 2,40,000 immediately 

Meanwhile Head ofhee of the Bank of Baroda came to know about 
the irregularities being done by Manager Amin and hence it suspended M P 
Amin we f 19 June 1939, and next morning informed all the banks m 
Calcutta of the appointment of a new Manager i/cr M P Amin When the 
Punjab Dank presented the cheque (on 20 6 1939) on the counter of Baroda 
Bank, and the clerk consulted G's account, he found a credit balance of annas 
7 and pies 3 only Consequently, the payment was refused The Punjab 
National Bank sued the Bank of Baroda to secure the payment and contended 
that marking of cheque as "good for payment’was equivalent to an ’Accep¬ 
tance’ The Pnvy Council m its judgment held that the Punjab National 
Bank was not a holder in due course and Manager Amm of Baroda Bank 
did not has-e an authority to marl post dated cheques Hence (he dishonour 
of cheque by Baroda Dankwas nght and legitimate 

WHEN THE DAS-KER MUST REFUSE PAYSIEVT 

It IS the statutory responsibility of the banker to pay his customer’s 
cheques But therr are certain circumstances when he can refuse such j«y- 
ments If he docs not do so m the circumstances narrated below and continues 
to pay, he will do so on his own risk : 

1 Countermanding Pay-ment 

2 Death of the Drawer 

3 Insohency of the Customer 

4 Insanity of the Customer 

5 Garnishee Orders of the Court 

6. Breach of Trust 

7 Defectise Title of the Party 

8 Notice of Assicnmcnt of the Credit Balance 

9 Closure of the Account 
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1 Couniemanding Payment by the Drmer The duty of the dra^-ee 
banter lo pay a patlicuiar cheque may be terminated by the‘stop payment’ 
instructions from the drancr The customer’s nght to countenmed payment 
exists upto the moment w hen the tauter u about to pay or lo bind himself 
to pay the cheque Instructions for stopping payment or cheques can be gi\en 
by the cusiomer to the banicr during and uptoclosc ofthc busincsshouts Such 
instructions are usually gi\en sshen cheques are lost or stolen before or after 
issue or there has ansen a dispute bcl>\een. the drawer and the payee or the 
drawer on a second thought has decided cot lo male the paymcnl although 
he issued the cheque earlier Howexer, the drawer need not explain the 
reasons while gixing ‘stop payment* insiniciions and the banker cannot ask 
him any reason whatsoexcr He has to follow it simply andhon-stly The 
effect of countermanding paymeol IS to leave the balance m the handsofthe 
bank as ifno cheque had been issued [Cchrn rs Hale (3878) 3 QBD 371} 
In another case fi’eanhold la 5>irta (1831) 3 Camp 377. Justice Lord 
Allenburrow held that the countermanded cheque was nothing but a piece 
of waste paper In a New York case— Gculars Jl'i/idior Jfjnk (251 N Y 52, 
167 NE 203) the Amencao Court held that onrcceising clcar-cut stopping 
payment instructions, the banker, as an agent of the customer, should follow 
It or pay it on Us own nsk. lo 5>«f Mohanimed iakub ix Imperial JBank of 
Jffdij (AIR 19-41 Cal 110) where tbedefeodanl bank acknowledgedtbe stop* 
payment instructions but honoured the cheque on presentation, it was held 
that the amouot could not be debited to the plau)tiff*s account 

Regarding couotermanditig of cheques, the followiog points should be 
carefully noted by the paying banker 

(0 The Tight to countermand payment vests only in the drawer and not 
in the holder, pay ee or endorsee of ihe cheque The banker is not and should 
not, under a contractual obligation, follow the stop payment instnictions from 
any party other than the drawer Where a cheque has been lost or stolen 
while It was held by the payee or the holder at the material time, he should 
inform this fact both to the drawer as well as to the bank Then the drawer 
will issue stop payment instructions lo the bank 

(ij) The instructions regarding 'stop payment’ should be followed by the 
banker only when (o) they are inWTiliDg{6) signed by the drawer and (c) bear 
the numbers, amounts and dates of the cheques and names of the pay ees The 
instructions should be unambiguous and the banker should follow them care¬ 
fully In n'estminster Bank I.%d rr Htfloa (1926) 43 T L R 124, the 
customer bad instructed the banker to slop payment of a cheque, but he gave 
by mistake, a WTong number (cheque No 117283 instead of 117285) The 
banker followed the instructions and couscqucntly, the cheque which should 
have been paid was not paid and the cheque whose payment was to be 
stopped, w as paid Lord Dunedin said *Baat can be sued as much for 
failing to honour a cheque as for cashing a cheque that bad been stopped. 
Yet the House of I-ords gave judgement in the Bank’s favour and held that as 
the one certain item of ideotiftcation was the number of cbeqae, the Bank was 

» Gheerfaraot, Cases in Banking Ltnr, 22 
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not guilty of ncgiigcnce 

(///) If the information for stop payment hai been given by telegram 
or telephone, the p lymcnt ihoultl simply be poilponcd and the banker should 
seek a wnllcn confirmation of the mcsiage 

(/v) The instructions to stop payment cannot be constructive, they should 
be actually communicated to (he banker If such notice n given verbally to 
an ofllccr of the bank outside the bank premises and if the oiyicer commumca- 
tes It to the bank after the cheque was presented for payment and pud the 
bank svon’t be held responsible for it The ease hw ttf Curtis »f fjondon 
City and Midland Hank ltd (1908) t Kit 293, provides a very Intcrc'iing 
example for the subject In this case, the plaintiff issued a cheque in payment 
for some horses, but as the horses svere not delivered, he telegraphed a coum 
termind to the bank after business hours on 31 October 1901 The telegraph 
messenger put the telegram in the letter box of the bank in the evening same 
day, but next morning while clearing the box the icicg/am was overlonkcd, 
consequently, the cheque, which was countermanded, was presented and paid 
on 1st f^ovember The telegram was seen by the hank ofTicials only on the 
next day (on 2nd November) after the payment and the plaintiff brought an 
action against the bank claiming that it was net entitled to debit his account 
with the amount of the cheque Held (hat (he action failed as the cheque had 
not been effectively countermanded 

(v) ‘Stop payment’ instructions should be given to the banker before th- 
payment of (he relative cheque »s made A cheque n paid over Iheeounicr 
when the money IS handed by the banVerio the presenter In C/iuntherr r» 
Mllhr 1 1 iOl) 13 C n N S 125, fuvticc Cark said 'the banker s elerk chose (o 
pay the cheque and the moment the person presenting the cheque put hii 
hand upon the money it became irrcvocibly his ’ In Centra! Bank of India 
Ltd If Muflanmull Misrlnndt (1960) 1 Mf / 187) the Madras High 
Court held that mere handing over a token to the payee does not amount to 
actual payment and the payment could be countermanded even after issue of 
the token 

(rf) The stop-payment letter should be signed by the drasver of the 
cheque In ease of joint accounts, partnership accounts, trust accounts, 
executors* accounts, and accounts of joint ifock companies, any penon or all 
the persons authorised to sign cheques may stop payment* However, if the 
countermand is to be cancelled, (he written request, there for should be signed 
iy’ aV Abfjrif/wve) AvaWrw, jJd AVr/wrxw/, JtvS/PfJ'eesevJ>V Jiff 
directors, ns the case may be 

(rf/) The banker s/iall be held liable even if he pays by an oversight the 
cheque countermanded by the customer His liability becomes two fold when 
due the payment of the cheque countermanded earlier other cheques of the 
cuffomcr arc dishonoured On the one hand, he cannot debit (he antounl of 
the ‘stopped cheque to the customer s account and, on the other, he will have 
to pay the damages if any, suffered by the customer on account of the 
wrongful dishonour of the other cheques 

■ r*iet I ef tkrklnt, 7th Cd., Maorfee Meersh, 
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(rHj) Where the banker has made payment of the cheque for wbch a stop* 
payment bad been noted to a boTu^e holder^ he cannot realise the amount 
back from such holder because the latter cannot reabse it from the drawer of 
the cheque 

2. DecJh of Drover On rtcenmg nobce of a customer’s death, the 
banker should stop paj mg cheques drama by the deceased because the order 
of the customer ceases to operate math hjs death Other points m orth noting 
in this regard are 

(0 The banker should not tc 1> on mere hearsay or nimours He should 
try to find out the authenticity of the news of the customers death. \^ntleD 
notice IS not necKsarj, iDere consinirtii'e notxa* would do Nni'S of death 
Bppcanng in nraupapers would serve as a coastmclisc notice 

(u) For stopping payment, the tune of receipt of notice of death is 
important and not the actual tune of death of the customer The banker 
cannot be held liable to the legal represeotatisus of the deceased for the 
payments made after the death and before the nouce ofdeath was receittd by 
the banker 

(/w} Cheques drawn b> ponfr of aifemey holders and agents of the 
deceased should be gi\cn similar treattnent as if they «erc dranTi by the 
deceased customer Howeter, death of the agent, who has signed the cbequm 
on behalf of the customer, does not affect the banker's posiiion and hence be 
should not stop payment of such cheques because his dmwmg posters vest in 
his pnnapal uho is aUv'e Similarly, with the death of the persons, who *iea 
cheques in their oSaal capacity such as pnonpal of a college, dtitctor of an 
toshtutiOQ or secretary of a club, the accounts of college, insututioaand 
club etc. do not become moperatn-e and the banker should continue to pay 
cheques signed by the deceased official unless he gels instructions otherwise 
from the institution concerned 

(it) In case death of one of the joint acrount holders with an ‘either 
or sums or’clause, cheques drawn by the sunisor maybe honoured. A 
better course would be to close the account and pay the credit balance to the 
sunnor or transfer it to a ac« account id the name of tie svm\or 

(r) The account of the deceased customer should be kept moperatn'e 
pll a succession certificate or a probate or a Letters of Administration, as the 
case may be, is produced by the legal heirs or claimants to the estate of the 
deceased. It should be ensured that the debts due to the banker by the 
deceased are adjusted before the credit balance of the accounts of the deceased 
are paid to the legal heirs orclatmants Bankers paying credit balances of 
the deceased in the absence of a proper mandate without demanding 
necessary legal representation will do so on their own nsk In State Bank, of 
Indian VS /?<nn CftomfruJJco (I5>63) IlCom. I—f 2M, it was held that the 
banker was justified in demandmg succession certificate from the minor sons 
of the deceased customer, a current account holder 

3 Insoltene} of Ciistomer. The Banker’s authonty to pay cheques is 
delermitied by the insoh ency of the costomer tSTica the Court issues an 
order cf adjudication on the petition of creditors, the property of the 
insob'eat person vests m the Offinal Receiver According to Section 28 of the 



Ptiymeni of Cheques and B Ih 24? 

hovincial Insolvency Act 1920. 'An order of adjudication shall relate back to 
and take effect from the date of the presentation of the petition on which it is 
based* According to the Presidenq' Towns Insolvency Act, 1909, ‘the 
adjudication order relates back to the first act of insolvency committed within 
3 months before the presentation of petition * This is called the ’Doctrine 
of Relation Back’ Generally speaking, an Ofilciaf Receiver is empowered to 
get back all the money paid by the insolvent persons after the date of petition 
for insolvency is filed in the Court of law However, there are certain excep¬ 
tions to the Doctrine of Relation Back Section 55 of the Provincial Insolvency 
Act and Section 57 of the Presidency Towns Insolvency Act provideprofeclion 
to the bonafide transactions or payments entered into by a third party and the 
insolvent person, if the former does not have any knowledge of the insolvency 
petition 

Inspitc of such exceptions, a banker should not take risks and should 
adopt the following precautions 

(i) The banker should stop paying cheques of the customer as soon as he 
comes to know that a petition for insolvency has been filed against 
the customer 

(«) When the order of adjudication is issued by the Court the banker 
should close the account of the customer and advise the credit 
balance standing m the customer’s account to the OJCcial Receiver 
(In) Unless agreed otherwise, With the adjudication of a partner as an 
insolvent, the partnership is also automatically dissolved on the date 
of the adjudication The insohent parlners share goes to the 
Official Receiver When a firm is dissolved, the authority of each 
partner, excepting the insolvent ptrtner, to bind the firm continues 
({) to wind Up the affairs of (he firm and (n) to complete (he 
transactions begun but unfinished at the lime of dissolution The 
continuing partners may be allowed to operate the firm’s account, 
if it is in credit, for winding up the firm’s affairs Where the account 
IS in debit, its operation sbouW be stopped in order to retain the 
banker's right against the insolvent In such case, a new account 
should be opened to be operated by the continuing partnen 
(fv) In case any one of (he Joint account holders is adjudicated as 
insolvent, the banker should stop payment of cheques, apportion the 
credit yewW JermsU bcJdf/s 

and transfi-r the latter amount to the Official Receiver 
(i) Where a joint stock company goes into liquidation the banker’s 
authority to pay cheques is determined The voluntary winding up 
commences from the time, the resolution of winding up is pasted and 
the compulsory Winding up becomes effective from the date of the 
petition The directors’ powers to operate the Company s bank 
accounts cease and the Official Liquidator can conduct the bank 
accounts 

4 Jnsanit} of Customer ^Vhcreabanke^ receives a notice of a customer s 
insanity, the former's authority to pay cheques drawn by the latter is deter- 
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mined * The banker should acl only when it has definite proof of icsanity of 
tbe customer A doctor’s certificate or a Court's order is a definite proof 
Mere rumours should not be relied upon In the marginal cases of mental 
incapacity, the hanker may pay when the customer is mentally sane and 
should not pay when the customer is insane but this may lend the banker m 
trouble The backer may be required to pay damages for wrongly dishonour¬ 
ing the cheques, while m other cases he may not be allowed to debit the 
customer’s account The banker has, therefore, to exercise wise discretion 
before making payments of cheques drawn by an insane customer 

^Vbcre the principal becomes insane, the agent’s right to draw cheques 
on behalf of his principal is also determined However, if the agent has 
continued to draw cheques in the absence of his knowledge about the 
principal’s insanity, cheques so drawn should be honoured 

Where no agreement to the contrary exists, insanity of a parinercanses 
dissolution of the firm and therefore operations on the firm’s account should 
be stopped 

A banket should take the following precautions when of a customer 
turns insane 

(o) The banker should return the cheques drawn by an insane customer 
with the remarks ‘Refer to drawer’ and not hkc 'Customer insane* or 
’Drawer suffering mental illness’ 

(b) The banker should study well the date, name etc as giicn in the 
‘LunaQi Order’ of the Court or a Doctor’s Certificate 

(e) Resumption of operations on ibe account by the insane customer 
should not be allowed till he produces a certificate of mental fitness 

5 Camisfiee Order cf the Court When a banker is served with a 
Garnishee Order in respect of the deposits of a customer^ his responsibility 
to honour the customer’s cheques is suspended Where it is an ’Order 
Absolute*, the banker should refuse payment of all the cheques presented 
because whole of the credit balance of the cus tomcr is attached by (be order 
When the Garnishee Order is for a particular amount, the banker should keep 
aside that much amount to satisfy the order and if any balance is left, it can 
be used id honouring the customer’s cheques Where a joint account is 
ntaintained m the aame of husband and wife, the Garnishee Order on husband 
cannot be applied on such a joint account {Htrscbornxs £ianr (Barclay's 
Bank Ltd Garnishees (192S) 3 AtlER 491] When there is any ambiguity 
in the descnption of the judgment debtor in the Garnishee Order, the 
banker should clear up such ambignity from the Court, before attaching the 
customer’s accounts Cheques may be honoured till the ambiguity is not 
cleared (RToc/j ij Minoral Ore Syndicate {1910)1 LDB 261] 

6 Breach cf Trust Where a banker comes to know that a customer is 
operating a ‘Tnist Account’, he should refuse payment of cheques which have 
been drawn by the customer for his personal use Use of trust moneys for 
personal purposes amounts to a breach of trust and a banker should not 
become a party to such breach 

7 Defeciue Title of the Party If the person presenting the ebequefor 
• Chalmers on BiUt of Exchange, nth Ed^ 1952.24J 
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t)ayinent has a derectjve litle to jl and the banker knows this fact he wiJI be 
justified in refusing to honour such cheque The banker should also wform 
the account holder concerned in this regard 

8 Abnce of Assignment of the Credit Balance According to Section 130 
of the Transfer of Property Act, 1882. a person can assign his credit balance 
in his bank account in favour of another person When the banker rcccises a 
oticen of such assignment signed by bis customers, he should slop payment 
of the cheques draisn by the assignor because such customer remains no more 
an owner of his funds 

9 Closure of the Account When the banker customer relationship 
comes to an end on closure of the account at the request of the customer or 
at the hank’s discretion,* the banker will refuse payment of his ex-customer's 
cheques Normally bankers ask their customers to submit unused cheques to 
the bank before formally closing the account 

PAYMENT BY MISTAKE 

Although nobody wants (ocommit a mistake yet m day to day workmgin 
any institution mistakes are inevitable As far as the functioning of banks is 
concerned, it has been observed that mspitc of all the precautions wrong 
amounts are paid to right persons or correct amounts are paid to wrong 
persons or incorrect payments ate made to impersonators or fraudulent persons 
A banker may make the mistake in payment of money m two ways, namely. 

1 By making wrong payment of a cheque or bill 

2 By crediting the correct amount lo an account other than of the 
customer 

When a banker commits a mistake m payment m ciihcr of the aforesaid 
ways, u tries to correct the mistake or recover the amount but his chances of 
recovery depend much upon the nature of the mistake Such mistakes arc 
broadly of two types mistakes of law and mistakes of fact 

Let us make a proper analysis of the nature of mistakes m banks 

MISTAKE OF LAW 

Mistakes of Jaw arc not excusable Every banker is expected lo know 
the law of the land Where a banker, under a mistake of Jaw, either credits 
an account or makes payment of a cheque presented across the counter, he 
cannot recover it For example, if a banker pays a lime barred debt he 
cannot recover the amount by saying that the law of limitation was not 
known to him. Similarly, in a case law—•//©/* »r A/arkham (1923) 1 KB 504, 
92 L-J K B 406, where M/s Holt and Co , acting as army agents, over paid 
Colonel Markham as a result of misinterpreting army regulations, the court 
of appeal held that the mistake was of law and hence the amount excess paid 
could not be recovered loan earlier case —rs GreemooJ flSZS) 
4B<kC 2S I, excess credit by the banker in iJie account of the customer was held 

‘ A banker is not »ithm his rishis to close an account and dlshonomr a cheque with* 
out havins given a reasonable noiiec Even if the bantc rules auihorise the bank lo tale 
such step without notice to the customer, h n invalid 
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irrecoverable 

MISTAKE OF FACT 

Where a money is paid by mistake of fad, il is recoverable Thus, where 
the money payable to Ashok Vajpayee, was by mistake paid to Alok 
Vajpayee, the banker has a right to recover the amount from the latter and 
pay It to the former As regards this type of mistake. Justice B Parte said 
in his judgment m Kelly \s Solan (1841) 9 M and W 54 

‘Where money is paid to another under the influence of a mistake, that 
IS, upon the supposition that a specific fact is true which would entitle 
the other to the money, but which fact is untrue and the money would 
not have been paid if it had been known to the payer that the fact was 
untrue, an action will he to recover it back ’ 

In Kinn Cotton Co Ltd u Dmani (I960) A C 192, it was held that if 
there was something on the part of the receiver to show that he was 
responsible for the mistake, the amount oouW be recovered Section 72 of 
the Indian Contract Act, 1872, also lays down that 

‘A person to whom money has been paid, or anything delivered by 
mistake or under coercion must repay or return it ’ 

The scope of Section 72 is very wide and covers not only mistake of fact 
but mistake of law also The Privy Council also supported the same views 
in Shiba Prasad Singh »a Srish Chandra Nandt (AIR 1949 PC 297) A 
decade later, the Supreme Court of India also concurred with the Privy 
Council's Judgment that the scope of the Indian Contract Act should cot be 
limited merely to mistake of fact {Sales Tax Offieer Benares \s Kenhaiya Lai 
ifukmdLalSara/(AlRl959 SC I35)J 

The right to recover the amount paid by mistake of fact depends upon 
the following conditions 

0) Mistake hetnecn the Party Paying and Party Receiiing In order to 
recover the amount under mistake of fact, if is essential that such 
mistake must have occurred between the party paying and the party 
receiving Thus, if a banker credits the amount in A’s account 
instead of D’s account, the mistake will be between the payer and 
receiver In such case, the bank can recover the amount from ‘B’ 
In the same example A's account was credited at the instance ofB, 
while‘B’s account had no funds Later, the banker realising the 
mistake cannot recover the amount from A It is simply a mistake 
between the backer and the customer and not between the payer 
and receiver In Chambers vs Afif/er (1862) 13 CBNS 125, the 
banker paid a cheque when it was presented by the payee but 
immediately thereafter it was discovered that the account was 
overdrawn It was held that the mistake was between the banker 
and customer and hence the amount could not be recovered 
{ill) proiocation to Bank for fVrong Payment 5Vhere a banket is provoked 
deliberately to make wrong payment, the amount can be recovered 
froBi the person gelling payment so fraudulently Where a partner 
misappropriates funds to pay off his private debt and the person 
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deceiving the payment knows that the partner is exceeding bis 
authority and is taking personal use of the partnership funds, the 
person receiving the payment is doing so at his own peril 
\Kendal ts IFooef (1871) LR 6 Ex 24il 

EXCrPTIONS 

The rule of recovery enunciated under a mistake of fact is not applicable 
jn the following circumstances 

1 IVherc i/te payee's position has altered If a banker has wrongly paid 
to Its customer and the latter receives the amount m good faith and alters his 
position, the banker will be estopped from claiming the amount In London 
and Rher Plate Bank i j Bank of Ltxerpool (189(>) 1 Q B 7, it was held that 
the money paid by mistake of fact cannot be recovered if the person receiving 
the payment has altered his position before the mistake was discovered In 
another case, S/Ljring la Greenwood un</Cot (1825) 4 D and C, 281 where 
the defendants, who were pay masters, credited one Major Greenwood with 
pay m excess of the sums authorised thinking that there might be some pay 
rises, Major Greenwood spent the extra money On discovering the mistake, 
the defendant bank wanted to recover the excess money paid Held that the 
banker could not recover the amount since the customer had altered hii 
position 

2 Where a mistake of fact relates to a NegottahU Instrument Where a 
hanker pays a bill or a cheque by mistake of fact, it cannot recover the 
amount from the payee inspite of the facts discovered subsequently that the 
endorsement on the instrument was forged or there were no funds m the 
account to make the payment 

In Cocks rs Masterman (1829) 9 B and C 902, the learned judge held, 
‘When a bill becomes due and is presented for payment, the holder ought to 
know at once whether the bill is going to be paid or not If the mistake is 
discovered at once, it may be the money can be recovered back, but if it be 
not, and the money is paid in good faith and is received in good faith and 
there is an intcnal of time in which the position of the holder may be altered, 
the principle seems to apply that money once paid cannot be recovered back ’ 

\n London and Riser Plate Bank vs Bank of Liserpool (1896) I Q B 7, 
Justice Mathew held that a money paid on a negotiable instrument to an 
innocent person could not be recovered if he had the money in his possession 
for such a period that his financial position might be alTected if he had to 
refund 

This exception won't prevail where a cheque bears forged signatures of 
the drawer, because m that evxnt the instrument does not have a character of 
negotiability Where at least one of the signatures is genuine, it embraces 
negotiability Thus, if the drawer's signatures are forged but the endorsen 
signatures are genuine, the instrument partakes the character of negotiability 

3 The Banker should not engage tn MisreprciCntation Where a banker 
misrepresents the facts of the mistake to its customer, the amount wrongly 
paid by mistake of fact cannot be recovered The facts of//ji/rrahuJ State 
Bank VJ. Ranganalh Ratki (AIR 1958 At* 605) are noteworthy The plamtiff 
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bank decided to return a cheque presented iq clearing because of insufficient 
of funds in the drawer’s account By an error the cheque could not be 
returned in time After the mistakettasdiscovered, the plaintiff bank returned 
the cheque to the collecting bant but the bank refused to take it back 
Consequently, the plaintiff bank debited the draper’s account with the 
amountof the cheque by creating an overdraft and taking an undertaking 
from the customer to repay the overdraft The bank obtained this undertak 
ing by misrepresenting the facts that the cheque was actually paid when it was 
presented When the customer did not pay the overdraft, the plaintiff bank 
sued him The Andhra High Court held that the Bank's misrepresentation 
prevented it from recovering the amount 

PAYMENT OF DOMICILED BILLS 

‘When a drawee accepts a bill payable elsewhere than at his business or 
private address, the bill IS said to be 'domiciled' at the place of payment’’ 
Bills may be domiciled at a bank with the expansion of banking business, a 
good deal of diversiGcation is going oo Bankers not only undertake payment 
of cheques, but if customers insist, they may agree to pay bills domiciled by 
the customers on them The latter arnogement has so legal obligatios of a 
banker but this adds to its earnings A banker may be involved in payment 
of bills m two ways (1) by according acceptance on bills drawn os the 
customer, and (2) by undertaking to pay bills accepted by the customer 
himself In the first case, a banker has to pay the bills irrespective of the 
sufficiency of funds in the customer's account In the second case, the banker 
will be justified m dishonouring the bill if the credit balance in the customer’s 
account is not sufficient to meet it 

The relationship bcliveen a customer and a banker, in case of domiciled 
bills IS that of principal and agent while normally these two have creditor- 
debtor relationship or vice versa When paying domiciled bills many of the 
considerations to be borne in mind by the banker arc similar to those arising 
in paying a cheque Yet the following points should be taken care of by a 
paying bank 

1 Where the customer has himseir accepted the bill, it should be seen 
that the acceptor s signatures are geoums, where the acceptance has 
been accorded by the banker faimself it should be verified 

2 The bill should be m order ns regards the amount in words and 
figures, its due date, names of drawer, acceptors and payees, relevant 
signatures and stamps where necessary 

3 All matcnal alterations should have been signed properly The 
banker should make coafirmatioo of such alterations from the 
relevant parties 

A All endorsements should be regular 

5 The aroeptor should not have coontertnanded payment 

C Where a bill IS overdue, the banker IS not bound to pay it, but he 

> SBeldon s Practize end Law of BarJaag IMh Ed, 84 
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would be justified in making the payment after having a written 
authority to this effect from the acct^lot (or customer) 

7. If a customer has deposited funds for specific purposes like payment 
of bills, the banker must apply such funds as directed 

8 Where the banker has paid to a bonafidc holder a bill bearing a 
forged acceptance, It cannot recoscr the money if the holder by 
possessing it long enough has altered his position So special 
precautions are necessary m venfying the drawee's signatures 

9 A banker has no statutory protection against forgedendorsements on 
domiciled bills, so here again a special care is required on the part 
of the paying banker A better course would be to get a declara¬ 
tion from the customer for all endorsements whatsoever, that he 
would be personally responsible (and not the paying banker) for 
such endorsements 
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COLLECTION OF NEGOTIABLE 
INSTRUMENTS 


Banks play a major role in the collection of instruments The process of 
‘collection’ for a banker invohcs receiving negotiable mstrumenls from his 
customers, presenting them for acceptance and/or payment, collecting their 
proceeds and crediting the amounts so collected to the accounts of the 
respective customers Collection of cheques is the mam activity of bankers 
but bills, promissory notes, dividend warrants and share svarrsnts etc also 
fomi a good portion of the total collections handled by banks 

The seed forcollectioo of mstrumeots must have ongmated from the use 
of cheques Because of wide prevalence of clieques among the business and 
banking circles, the collection of cheques has prcdominaoce over other lostru- 
meats The customs and practices of bankers adopted for collection of 
cheques also apply to mutatis itmiandis to collection of other mstruioents The 
law too has similar provtstoos for these two categories We shall study the 
collection of negotiable instruments under two categories, \iz , collection of 
cheques and collection of bills and promissory notes 

COLLECTION OF CHEQUES 

Most of the transaction in trade and industry are settled through the 
use of cheques The crossing and the endorseroent of cheques have made the 
collection all the more an essential job Obtaininji jiayment of outstation 
cheques is a tune consuming and nsky aHair Traders, businessmen and 
industrialists cannot afford to send their meo to take payment of cheques on 
the counters of various banks The collecting banker provides a link betn eeo 
the payee of a cheque and its drawee bank Although there is no legal 
obligation on the banker to collect bis cusioiner’s cheques but, due to greater 
use of crossed cheques, it has become an essential part of banking business 
Collection and clearing of cheques have also couniribuled to the development 
of business and profits of banks. 

METHODS OF COLLECTION 

There are two methods of collection Cheques are collected by bank for 
their customers either as holder for value of the instruments or as agent of the 
customer. While choosing a melbod of collection, the banker should safe¬ 
guard his own interests as well as of the customers Let us see the legal 
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impJjcatJODS of bolb of these methods 

1 Colieciton by becoming a Haider for Value When the collection of 
oufstation cheques takes some Hme and the customer requests the banker 
to oblige him by allowing him to draw proceeds of the cheque in advance 
and the banker expressly or by implication pcmits the withdrawal or credit of 
such amountbefore the cheque IS actually cleared, the banker shall be deemed 
to be the ‘Holder for Value* Under this method, the collecting banker gets 
the rights of‘an endorsee* and ‘real ownership* In case of dishonour of 
such cheque, the amount can be debited back to the customer's account In 
case of a forged endorsement, the collecting banter has a right to recover the 
amount from the endorser subsequent to the forgery However, if the cheque 
is crossed not negotiable, a banker cannot have a better title from his cu$to< 
mer even if he is a holder for value 

According to John Paget’, a banker may become a‘holder for value* 
by giving the value of the cheque to his customers 

(i) By lending the customer on the basis of the cheque 

(ii) By paying over the amount of cheque in cash or partly m cash and 
partly in credit before the cheque is actually cleared 

(1/0 By agreeing to allow the customer to draw the amount of the cheque 
before the cheque is actually sent for clearing or during the coune of 
clearing 

(iv) By effecting a settlement or reduetJonoftbepresenf overdraft with 
the amount of (he cheque before its clearing 

According to Sheldon, a collecdng banker can be deemed to be a ‘holder 
for value* m the following circumstances 

(i) If he has cashed the cheque for customer and then collects the cheque 
for himself 

(//) He allows the customer to draw against a cheque paid in for collect 
tion m anticipation of the proceeds being received 

(ill) He credits a cheque to a customer’s account in specific reduction or 
discharge of an overdraft 

Various court decisions also help us to know the valid circumstances for 
the holder forvalue In A L Underwood Lrd is Barclays Bank Ltd (1924) 

1 KB 775 , Justice Atkin observed that *lo constitute value there must be a 
contract between banker and customer to honour the cheques of the customer 
before the receipt of the proceeds ' \n Uoyds Bank Ltd \s Uortthy* where 
the banker had opened an account on the basis of cheque received for collec¬ 
tion from a new customer and allowed to draw before clearance, the plaintilT 
banker was held to be a holder for value and a holder in due course mspite 
of (he fact that the cheque was obtained fraudulently from the drawer and 
the plaintifr banker was negligent la opening the new account la Larhhmi 
Harain Benwala is Bharat Bank Ltd {AIR I9J] Patna 621), Justice Rama- 
swami observed that ‘mere fact that the bankers credit customers with the 
amounts of cheques before they are cleared does not make them holders for 
value There should be an aBreemcot 'express or implied* to this effect 

• Piget s let* of Bankbig, 4J6. 

» Ptr Finaieiat Timet, 5 July 19JJ 
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CrtSitiDgof an accountbymistake before the cheque is cleared does cot 
make the bank a holder for value 

2 Collecnon b} becoming an agent far ibe autorrtr If the cheque has 
been accepted by the banker for collection and the customer’s account is 
cicdjlfd only af/cr the proceeds of such cheque are adualJy realised, the 
collecting banker IS said to have acted as an agent of the customer during 
the course of the collection The customer is not entitled to withdraw money 
or treat the existing debts discharged before the cheque « actually cleared 
The collecting banker charges a certain comnussion for acting as an agent for 
the customer The rights of the agent stand pan passu with the nghts of the 
principal or in other words a banker docs not obtain a belter title than what 
his customer bad Thus, where the customer is found guiltj of conscrsioa, 
the collecting banker too is liable to the true owner of the cheque 

STATUTORY WOTTCTWN AGAI.VST COVYERSION 

Whatever be the method of collection, if the customer’s title to the 
cheque is good, the collecting banker runs oo nsk m collecting the proceeds 
of the cheque All cheques pnma facie are annexed to a good title but some 
cheques may base been annexed to a defective title and the collecting banker 
might be held liable for cooversioo ‘Conversion’ is n term which is apphed 
to the wrongful interference of a person (by using, selling, occupymg or 
holding) with another person s property whether deliberately or laaoccmJy 
and whether for his own benefit or for the beneht of another person \HoUis 
vs foM/er(lS75) L R. 7 H L 757] It is an unauthorised act which depnves 
another person of his property permanently or for an indefinite time Mego- 
liable jastrumeals are also included jn the term ‘property’ Where a banker 
colleas a cheque for a person, who has no title or has a defective title, the 
banker is guilty of conversion because he isillegaUy interfering with the rights 
of the true owner rn his property In such a case, a coUeciing banker is 
answerable to the true owner of the cheque 

Inspite ofall the best care of banks, fraudulent persons manage to give 
^Ssclii'eebegues Far cojjcctioa If dsixmg tbf course of coUectioq, the banker 
comes to know about the defect, he is entangled in a situation which he can¬ 
not escape During the course of daily business, bankers have to accept 
numerous cheques for collectioa and ic is a very difficult task for a banker to 
examine the validity of the customcis* title to each and evciy cheque Hic 
law should have some relaxation in this respect. 

Lookmg to the importance of banking business and possible risks invol¬ 
ved in it, the Negotiable Instruments Act provides statutory protection to the 
collecting banker against liability of conversion of cheques Section 131 
states 

‘A banker who has m good faiih and without negligence received pay¬ 
ment for a customer of a cheque crossed generally or specially to himself 
shall not, mease the title to the cheque proves defeciive. incur any 
liability to the true ownerofthe cheque by reason only of having received 
such payment ’ 

Under this protection, a collecting banker is not liable to the true owner 



ColUcilon of NtgollabU InUnmentt 237 


of the cheque despite the fact that his customer had no title or had a defective 
title to the cheque But for availing such protection the following conditions 
should be fulillled 

1 The cheque should be crossed The cheque received for collection 
should have been crossed 'generally* or ‘specially’ Uncrossed or open 
cheques do not attract protection because it is not necessary to present them 
through a collecting banker Cheques should be crossed before they are 
tendered to the collecting bank 

Although collecting banks cross themselves all cheques before they are 
sent to the paying bankers m order to avoid risks in transit yet banks cannot 
claiD^ny protection under Section 131 on this count Where a customer is 
holding an uncrossed cheque not payable in his own town, he can present it 
through a collecting banker m his town But before depositing it m the 
bank be should cross it himself or the collecting banker should ask him to 
cross it before accepting 

2 The payment must be received for ihe customer The protection can 
be claimed in respect of (hose cheques which the banker is collecting on 
behalf of or as an agent of the customer This protection is not available 
where the banker is collecting cheques as a ‘holder for value’ and acquires 
‘interest’ in each cheque When the banker is a bolder for value and also a 
holder m due course he gets protection under Section 9 A banker cannot 
avail double protection under these two Sections (Section 131 and 9} 
simultaneously Thus where a collecting banker, who has paid cash to the 
customer or credited his account with the amount of the cheque before it is 
actually cleared, cannot claim protection However, there is exception to this 
rule In an explanation appended to Section 131 it has been made clear 
Accordingly, a banker rccci\cs payment of a crossed cheque'for a customer’ 
wilhm the meaning of this section notwithstanding that he credits his 
customer’s account with the amount of the cheque before receiving payment 
thereof But this explanation forbids the withdrawal of credited amount 
before the realisation of the cheque However, a customer may be allowed 
to Withdraw the amount after the cheque is duly cleared and its proceeds have 
been received by the bank The following case law is important m (his 
respect 

The Capital and Counties Baok Lrd Gordon (1903) AC 240 In this 
case. Cordon was m business as a mrnufjcturer of coffin furniture Between 
1895 and 1899, his clerk, Jones, opened letters addressed by customers to 
Gordon and stole cheques contained m them He paid 32 cheques to credit of 
an account opened with the Capital Counties Bank Ltd The Bank placed 
them to his credit immediately upon receipt and Jones was allowed to draw 
against them at once, though chcqueswerc yet to be collected 

When the frauds came to light, the true owner, Gordon, sued the Bank 
for recovery of the amount The House of I^rds held that the coUecting 
banker was not entitled to protection because he not only credited the cus 
fomcr’s account but he aho allowed the customer to withdraw the amount 
before realisation He was a ’holder for value’ and not an ‘agent for eollec 
tion* 
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Not only the payment must have been received but it must have been 
received for the customer 

If the banker receives or collects the amount for a person, who is not a 
customer of the bank, the proteciion under Section 131 cannot be claimed 
A customer is one, who has valid account and deals with the bank regularly 
or IS babitua] to deal with the bank through an account In Great Western 
Railway Co ir London and County Ranking Co Ltd (1901) AC 414 at 420, 
It was held that in order to make a person acustomcr of a bank there must 
be either a deposit or a current account or some similar relation with the 
back 

3 In good/aiih and \mhout aegligence While accepting a cheque for 
collection, the banker must act in good faith, be must not consider eveiy 
body’s title a defective title unless there are some reasons for the doubt But 
when the banker comes to know about the defective title of the customer and 
yet without enquiry continues to believe in his honesty, the former will not be 
acting in good faith Good faith implies doing an act honestly, whether it is 
done negligently or not Things not done in good faith or honestly cannot 
obtain protection under Section 131 Where a banker notices a defect in the 
title ofthc customer during (he course of the collectioa. he should not stop the 
process of collecdon but should credit the proceeds to the account of tfae 
customer In such a case, the banker will be eniitled to protection under 
Section 131 

Good faith should be supported by actiog wjihoui negligence Negligence 
arises where care required m acting is not exercised by the doer Ordinarily, a 
banker owes a duty to bis customer for acting honestly and without 
negligence But under Section 131, he has been saddled with an extra 
duty to take care for the true owner of the cheque Where the customer 
has stolen a cheque, has forged Ibe endorsemeni thereon and gives the same 
for collection, the banker should lake care of the interests of the true owner 
failing which he shall be liable to the true owner Thus, in fixing a duty to a 
stranger, the law as regards conversioo of cheques has become a little harsh 
against banker 

Kegbgence has not been deiiDed in fan. It cfepends upon the tacts and 
circumstances of each case Where a banker did not notice a discrepency 
between the name of the payee as given in the body of the instrument and the 
name given m the endorsement, the banker was held guilty of negligence 
BoMns ij London Souifi tt'estern Bark (1899) 81 DT 655 What is negligence 
w-as described by the Kerala High Court mCCTitraf^onfeo/ India Ltd, Bomba) 
IS Gopinath Nair and others (ATR 1970 Kerala 74) 

'The test of negligence under Seedem 131 is whether the payment 
considered m the light of the circumstances, antecedent and present, W'as 
so iruch out of ordinary course that it ought to has e aroused doubt in 
banker’s mind and caused bun to make enquiries ' 

Tfae term negligence was also attempted to be defined as under in fi’afl 
Bank Co Ltd is tVestmmster Bank Ltd ^ 1921 unrkpOTtid 

‘The doing of that which a reasonable man under all circumstaaces of the 
* TheKerata High Court aippottedttevmsof Lord Dunedin s liens m Comma 
amer of Taxation vs Engtish Seotlub owl AuHretiait Bank Ltd [WO) AC 6S3 
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particular case m which he IS acting would not do, or the failure to do 
something which a reasonable man under those circumstances would do ’ 
So, wherever necessary, the banker should make adequate enquiries about 
the authenticity of the tille of the customer in thecheque received for collection 
The exact degree or standard of care to be taken by a banker cannot be 
stated It all depends upon the prevailing circumstances of the case but the 
bank officials cannot be expected to act as amateur detectives [Lhyds 
Bank Ltd vs The Chartered Bank of India, Australia and China f 1929) 1 
K B 40] At the same time, they should not sit with crossed hands and 
expect every one to be above suspicion or doubt The onus of proof that the 
collecting banker acted in good faith and without negligence is on the banker 
Itself 

EXAMPLES OF KEOLIGENCE 

A collecting banker will lose statutory protection, if he is charged of 
acting negligently in any of the following ways 

1 Negligence m opening of accounts Banks ha\c to be careful not only 

m collection of cheques but m opening of accounts as well because collection 
of cheques is not possible without an account If an account has been opened 
negligently, negligence becomes antecedent to the collection work and hence 
the banker will lose protection Accounts of undesirable persons or in ficti* 
tious names should not be opened Proper introduction should be demanded 
from individuals before opening their accounts the would be customer should 
be asked to furnish references of persons already known to the banker New 
accounts should always be opened by cash and not by cheque The enquiries, 
where necessary, should be made about the proposed customer Thus if the 
banker opens an account for a person presenting an ‘account payee’ crossed 
cheque and collects the proceeds without making any enquines the banker is 
guilty of negligence in connection with the collection [Ladbroke & Co vs 
7'or/t/(1914) III l,T4t] The banker was also held guilty of negligence where 
It opened account of a clerk of a stock broker without making any enquiries 
from his employers The clerk subsequently misappropriated the cheques 
drawn by the employers m favour of third parties and the bank collected 
such cheques and credited the amounts in the clerk's account {Lloyds Bank 
Ltd vs Sa\ory and Co , 1933] The banker was also held negligent where the 
account opening npplicntion of the customer was not fully checked and it was 
not clear whether the introducer was known to the bank [Central Bank of 
India Ltd u Air/r (AIR 1970 Ker 74)] 

2 Irregularity of endorsements It is the duty of the collecting banker 
to verify the correctness of the endorsements on the ‘order* cheques 

( 0 ) The collecting banker should see that the endorser has signed the 
cheque in conformity with the style and spelling given earlier in 
the instrument Failure to see this will amount to an irregular 
endorsement and the collecting banker will lose the legal protection 
\n Daiinf Junior and Sims TS London and South U esiem Bank Limited 
(1900) I QB, 270, where an instrument payable to Basins Junior 
and Sims was stolen and collected by the defendant bank for a 
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• customer’s account without verifying the endorsement, which did not 

conform to the name of the payee as shown in the instrument, if was 
held that the bank was negligent m verifying the endorsement 
(t) Cheques payable to difTercntpayees and endorsed in one haodwritiQg 
should be enquired into In Turner %s London and Provincial Bank 
(1903) 24 JIB, 220, cheques were stolen and endorsements thereon 
were forged by a customer oTthe defendant bank which the latter 
collected The collecting bank was held to be negligent m not notic¬ 
ing the fact that endorsements were tn the same handwriting 
(c) A banker not verifying the atilhenlrci^ of ‘per procuration* endorse- 
ments will be held negligent In Morison vs London County and 
tVesMtnsier Bank Ltd (1914)3 KB 356, the plaintiff's manager was 
authorised to sign cheques per pro but he paid such cheques into his 
private account The bank collected them without enquiry and 
hence was held negligent 

3 Negligence in collection of third party cheques Bankers collecting 
negligently third party cheques m the customer’s account won’t get protection 
under Section 131 Special precaution should be taken in the collection of 
third party cheques, because m such cases there arc greater chances of 
misappropnatiOQ In Motor Traders Cuorartee Corporation Ltd is Midland 
Bank Ltd (1937) 4 All FR 90. it vras held that if the customer piesenleJ s 
cheque for a large amount payable to a third party especially where one 
trader was bringing fn another iri6et's cheque, a collecting bank was put oa 
enquiry and without enquiry it was negligcot 

4 Not io make an enquir) in doubtful coses If the collecting banker has 
any doubt in regard to the customer’s title to the cheque he should make 
necessary enquiries Avoidance of this duty will make him negligent Here¬ 
under are some jllusiraliDiis that may create doubt in the banker’s mind and 
put him on enquiry 

(o) Where n customer is acting m fiduciary capacity or is an official of 
a Company Director, Manager or Secretary cheques payable to 
the Company should not be collected m his personal acconnt unless 
proper enquiry is made by the collecUng banker in this respect In 
J L Undenvood Ltd is Bank of Oierpool and Marlin Bank Ltd 
(1924) 1 KB 775, where the sole director of the plaintiff company 
endorsed cheques payable to the company m bis favour and paid 
into his private account, the collecting banker was held neghgenl 
for not making an enquiry with the Company Where the solicitor 
acting in fiduciary capacity under a power of attorney for his client 
{Midland Bank Ltd >j Rackitl (1933) AC I) drew cheques on the 
client’s account and had them collected, the Bank was held negligent 
m not making necessary enquiry 

(fr) If cheques m favour of the firms arc endorsed and deposited for 
collection in the personal account of a partner, the collecting banter 
not making adequate enqumes wdl be held negligent [Bevan vs 
National Bank Lid (1906)23111165] 

(c) Cheques payable to public oflicals or trustees should not be collected 
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m the private account of the oflicn! without enquiry (Rossis 
London Count} IVestminsterand Parry's Dank Ltd (1919) 1 KB 678] 

(d) If a person of ordinary means deposits cheques of large amounts or 
looking to the past trans'ictions in his account any transaction is 
of unduly high amount, it should give rise to the banker s doubt and 
an enquiry In Brahma Skimsher Jung Bahadur is Chartered Dank 
of India,/ustralia and China (AIR 1956 Cal 399)* (he amount of a 
cheque, originally drawn for Rs 25fi was fraudulently raised to 
Rs 2,34,081 and the bank collected it without any enquiry It was 
held that the bank was neghgent 

5 Nat to take a note of Crossing Collecting banken not taking note 
of the instruetfons given in the crossing of a cheque arc held liable for negli¬ 
gence There arc two such examples 

(a) The collecting bankers should take special care m collecting (he 
cheques with *Not negot/ah/e' crossing because in such cases the title 
of the transferee cannot fee better than the transferor If the banker 
does not examine the title of intermediate parties he will be charged 
With acting negligently In Great IVestern Bailnay Co Ltd vs 
London and County Banking Co Z.wwi/rt/(1901) AC 414, where the 
defendant bank were cashing cheques for Mr Huggins, a rate 
collector, who also obtained a cheque crossed 'not negotiable' and 
got It collected by the defendant ^nk, it was held that the Bank 
was liable to the plamtilTs because it could not get a better lille to 
the cheque than what Mr Huggins had 

(b) 'Acecunt Pa)ce' crossing Cheques bearing 'Account Payee' croniag 
should be collected in payee’s account only Banks collecting such 
cheques rn accounts other than the payee’s shall be held liable for 
conversion In Pcian u National Da ik Ltd (1906) 23 TLR 65, the 
plaintiff was carrying on business in the name ofMalcolml tVade & 
Co , where Wade was managerwho received several ‘Account Payee’ 
cheques in the name of the concern, endorsed in his personal favour 
and gave for collection The defendant Bank was held negligent 
for collecting ‘Account Payee* cheques In House Proper!} Company 
of London Ltd and others u London County lyestminsler Bank Ltd 
(1915) WN 247, 31 TLR 479, a cheque crossed 'Account Payee’ was 
collected by the defendant Bank m third party account without 
mating enquiry The Psttk AcW tiegfigimi. 

6 Miscellaneous actions shoeing negligence 

(a) When there is a material alterathm on the face of the cheque, the 
collecting banker should take care in collecting the proce ed s In 
Slignsby and others\s District Bank Ltd (1931) 2 KB 589 , and 
(1932) I KB 544, Justice rmby held that when the document came 
into the hands of collecting bank. It was not a valid cheque since it 
bore a material attemadon 

• S« al»o Indian Bank »r Cnhahe S/rlan ILvil (17V}}, TamibtJJj La<r \^tei Jotmal 
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(fr) \Miere the cheques payable to a person are endorsed to his/her 
spouse, the banler should maLc enquiry berore collection 

EJmiNT OF BANKER’S PRECAUTION 

laordcrtoai'ailprotcclion under Section 131 of the Negotiable Instruments 
Act, a banter should tale adequate precautions m collection of cheqtiK Once 
he IS ncgligenU he mil lose legal protection. But this does not mean that he 
should be very suspicious about every customer who brings in cheques for 
collection. In Commtsiioffer of Taxatton rt Engttsh Scotrish £. Ausireban Bmk 
Lid (1920) AC 683 at p 687, Lord Dunedin said, ‘whether the transacticm of 
paying in an> given cheque coupled with the circumstances antecedent and 
pre'-ent were so out of the ordinary course that itougbt to hat caroused doubts 
jn the banko's mind and caused them to make enquiry * He Anther added that 
‘if It was laid down that no cheque should be collected without a thorough 
inquiry as to the history of the cheque, ii would render banline business as 
ordmanly earned on impossible, customer would oAcn be left for long penods 
snlhout available monej ’ So a collecting banker is required to make enqui 
nes only where thearuumstances so vrarraol. Bank oQicials need notact 
like private detectiv'es They should apply only such standard of care as a 
reasonable busmessmao w outd apply m his otm affairs They should protect 
banker’s loteresls as well as that of true omicr cfiljc cb*que. la Aojr rj 
London Covnt} Tf'estminstcr end Ferry's Bard. Limiicd (1919) 1KB 678 
Justice Bailhache threw light on the micTIigeoce and carefulness required on 
the part of the Bank staff when he said, 'Bank officers need not be detectives. 

I must, however, attribute to the cashiers and clerks of the defendants the 
degree of intelligence and care ordmanly required of persons id their position 
to Et them for the discharge of their duties’ 

Lack of sufficient staff is no eicnse for a bank to escape charge of oegli 
genre. In Cnmyi/w tj London Joinl Stock Bank (1913)30TLR99, Justice 
pjekford said, ‘It is no defence for a bank to say that they were so busy and 
had such a small staff that they could not make cnquines If they could not 
male enquines when necessary, they must lake the consequences ’ 

The hanker should not hesitate lumakmg enquiry against their custo¬ 
mers if the cinimstanccs so demand la A L. Underwood Ltd. rs Barclays 
Bank Lid (1924) 1 KB 775, Lord Justice Scruttoa observed, ‘If bants for 
fear of offending ihcir customers wiD not mate enquiries mlo unusual 
circumstances, they must take with the benefit of not annoying their costomers 
ihenst of liability because they do not enquire’ But the cnquirv should 
not necMsanJy be a detaDed and wjde-based la Lloyds Sank JLfd ry 77ur 
Chartered Bank of India, Austraha <t Qiina (1929) 1 KB 40 CA, Lord 
Justice Shankey staled, ‘lomyMew a bank cannot be held to be liable for 
negligence merely because they have not subjected an account to a micro¬ 
scopic etaminabon ’ The guiding pnnciplcs for collecting bants can be 
summed up as under ^ 

* Justice I^ield id Marfont rs. Itidkni Bank Xad 2 AIL ERf7J 



ColUtUon of Segotuible l/airumtnis 26i 

(o) The standard of care should be in accordance with the ordinary 
practice of bankers 

(b) The standard of care by bankers does not include the duty to subject 
the account to microscopic examinafion 

(c) TTic bank must not be negligent in opening a new account 

Thus the extent of care cannot be exactly defined It all depends upon 
the prevailing circumstances A banker should knosv well to difTercntiate 
betttcen the ordinary and extraordinary situations Legal protection is 
afforded by Section 131 for the latter while for the former a banker will have 
to bear the liability on its own An expert banker should know to tackle 
all the situations without incurring any liability 

LIABILITY IN CASE OF A BANK ACTING BOTH AS A 
COLLECTING AND A PAYING DANKER 

Where a banker is acting both as a collecting and a paying banker, it 
cannot escape its liability for negligence as a collecting hanker although it is 
protected as a paying banker under Sections 8$ and 12S of the Negotiable 
Instruments Act \tt Wcrshtpfut Company of Carpi, ntffs \s Drlllsh Mutual 
BankwgCo Ltd (1938) 1\WD 643, UQB 515, it was held that although 
a bank was discharged as a paying banker for making payment tn due 
course, yet it was liable for negligence as a collecting banker In Indian 
Hume pipe Co Ltd\s Offtciai Liquidator, Traxancore Satlonol & Quifon Bank 
Ltd (1942) 12 Com Cas (24. it was held that where a bank is acting both as 
a paying and collecting banker, tl would be treated as two separate banks 
and the plaintiff company could claim the amount as a preferential creditor 
of the defendant bank (in liquidation) because the latter stood as an agent for 
the former 

LIABILITY OF THE COLLECTING BANKER IN RESPECT OF ITS 
AGENT APPOINTED FOR COLLECTION 

Where a collecting banker does not base its branch at the place of the 
paying banker, it may appoint another banker having a branch as its‘sub- 
agent’, the collecting banker will be responsible for any negligence or d-fault 
committed by the 'sub-agent* According to Section 191 of the Indian Con 
tract Act, a sub-agent is a person employed by the original agent In other 
words, a sub-agent is the agent of the agent or an agent is the principal of the 
sub-agent 

As a general rule 'Delegatui non protest delegate' or a delegate cannot 
delegate Under Section 190 of the same Act, ‘an agent cannot lawfully 
employ another to perform a«s which he has expressly or impliedly under 
taken to perform personally* lIowesTr, there are certain exceptions when 
sub-agents may be appointed according to the customs or exigencies of 
trade 

A collecting banker should not appoint sub agents because for the acts 
of the sub-agents he alone will be liable and not the customer It is there- 
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fore suggested that the collecting bankers should appoint substituted agents^ 
for collection of cheques so that easterners could be bound for the acts of 
such agents The follomng case Ia» on (he subject is important 

The Panjab National Bull Limited, Gondiarf Ishirarbbal Lalbbai Patel 
dCo iAIR197l Bomba) i4S) In this case, the customer firm M/s Isbwaibhai 
Lalbbai Patel &. Co gate a cheque of Rs 5000 drawn on Lalshmi BanL 
Bhandara to the Punjab National Banl, Gondia for collection on 16ih May, 
1960 The latter banl bad no braodi of it at Bhandara so it sent the cheque 
on 23 Ma> 1960 to Lakshmi Banl, Gondia for icahsing the proceeds The 
Gondia branch presented it for payment to Lalshmi Banl, Bhandara The 
latter passed It for pajinent and issued payment order on its Gondia Branch 
m fat our of Punjab National Banl The pajment order was rccciied by ithe 
PNB on 2Sth May, 1960, but was presented for payment on Laksbmi Banl, 
Gondia twice on 30lh May and 31st May The pajmrat could not be sought 
because the Lakshmi Banl had suspended pajments bj that time 

In the meanwhile, the firm of Isbwarbhai Lalbhai issued a cheque for 
Rs ^000 on 1 June I960, on its banlcr with the expectation that the afore¬ 
said cheque must base been realised and proceeds credited in their account 
The PNB dishonoured the cheque because of insuQjnenl funds in the nsco* 
unL The firm filed a suit on the Punjab National Banl m the Bombay High 
Court for disboaouncg the cheque The Bombay High Conn held 

1, That the appoiatmentorLalshim Banl, Gondia as substitute agents 
b> the PNB Gondia was \alidsince the latter had an implied autho* 
riry to do so 

2 The PNB was not liable for negligence in the collection of cheque 

3 The acts of Lalshmi Banl, Gondia, substitute agents, were binding 
on the pnncip^'s principal, the customer 

4 Unless the amount was receixed by the PNB and credited to the 
customer s account, the PNB was not responsible for the dishonour of ch-qu? 
for insufficient funds in the account 

DUTIES OF THE COLLECTING BANKER 

The collecting banier acts as an agent of the customer and at the same 
time acts m the fiduciary capaaty for the true owner of the cheque. His 
duties, thus, fall m two categones: 

DtmES 

__ ! _ 


To the true oMicr To lie customer of 

of the cheque tbcBssk 

j_!_ 

TieseoUdoa of Nouce of dishonour 

cheque of^egue 

So far as the duties to the true owner of the cheque are concerned, a 
collecting banier should not act negligeniiy otherwise he will base to refund 


* Sec 194 of Che Indian ContreetAet, ITO. 
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the mbney to the true owner of the cheque The circumstances of negligence 
have been narrated in detail m the previous pages The banker should be 
particular in performing his duties to the customer also because the latter is 
the bisic source of business for the former If he fails in fulfilling such duties, 
he will incur dissatisfaction of the customer and thereby lose the business 
The guidelines to the collecting banker in this regard arc discussed below 

A Pnsenimcnt of cheque for realisation The collecting banker should 
present the cheque for rcilisation of payment within a reasonable time Any 
delay in presentment rmy cause loss or damage to the cmiowcr For which the 
banker may be held liable The legal provisions for presentment of the 
instruments for payment as contained in the Negoti ible Instruments Act are 

1 The presentment for payment should be within a reasonable lime 
(Section 73) While determining reasonable time , the mlure of the instru 
ment. banking nnd mercantile usages and facts of each case should be taken 
into consideration [Section 84 (I)) 

Where (he drawee bank is in (he same place, (he cheque should be pre 
sented. if possible, the same day or the day following the day it was received 
by the collecting banker Incase of oulstation cheques the collecting bank 
should ensure to despatch them on the same day he receives them Where 
cheques are forwarded to another branch of the nme bank or to an agent or 
to a correspondent bank, the time for presentation of cheque will be opplicable 
in the same way Presentment may be made by post or through the Banken 
Clearing House of the area Delay in presentment is excused if the delay is 
caused by circumstances beyond the control of the collecting bank When 
the cause of delay is over, the presentment must be made withm a reasonable 
time tbereafter 

2 The presentment of cheques should be made withm the banking 
hours or within usual business hours (Section 65) 

3 The presentment of instrument must be made at the specified place 
(Section 69) Cheques should be presented to (he concerned bank at the 
place of business during business hours on working days (Section 70) 

Where presentment is made through the Clearing House, presentment at 
the premises of the drawee bank is not necessary 

COSSrqUDNCES 

Provisions exist in the Negotiable Instruments Act regarding the conse¬ 
quences of due presentment or non presentment 

Where a cheque IS not presented for payment within a reasonable time 
of Its Issue and the drawer or penon on whose account it is drawn had the 
right, at the time when presentment ought to have been made, as between 
himself and the banker to have the cheque paid and suffers actual damage 
through the delay, he is discharged to the extent of such damage [Section 84 
( 1)1 

The points worth noting in this context are 

(i) The drawer must have suilicicnt money to his credit in his bank 
account to honour each cheque 

(//) The drawer must have suffered actual loss or damage on account of 
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Qon presentment of a particular cheque wjthin a reasonable limft 
{AbduJ Majid vj M/s Ganeshdas Kahotam (AIR 1954 Orissa 124)j 

(lii) The liability of the drawer is extinguished to the extent of such loss 
or damage 

(iv) If the funds were not sufficient for payment of the cheque on the 
date when the bank went into liquidation, the drawer will be dis 
charged only (o (he extent of (he amount standing to his credit m 
the account 

(v) If the bank fails before the cheque could be presented within a 
reasonable time, there is no question of the drawer being discharged 

The holder of the cheque to which such person or drawer is so discharged 
shall be a creditor of such banker (o the exleot of such discharge and shall 
be entitled to recover the amount from him (Section 84) 

Subject to (he provisions of Section 84, a cheque must, m order to 
discharge the drawer, be presented at ihe bank upon which it is drawn before 
the relation between the drawer and his banker has been atlcrcd to the 
prejudice of the drawer (Section 72) 

The collecting banker’s liability depends explicitly upon the extent to 
which a drawer is discharged due to wrong presentment of the cheque 

COMPENSATION BY THC COILCCTINC BANKER 

With reference to the provisions narrated above, a collecting banker is 
liable to compensate the customer for the loss or damage sufi'ered by him 
because of wrong presentment Liability of compensaiinc arises in the 
following circumstances 

1 Where the collecting banker fails to present a cheque withm a 
reasonable tune and the drawee bank becomes insolvent m the 
mean time 

2 Where (he drawer of (he cheque Vcomes insolvent during the delay 
in presentment of the cheque 

3 Where the collecting banker does not employ usual way of collection 
and the customer suffers a loss thereby 

The following case regarding the position of collecting bankers is 
important 

Kesbarichatid Jaisukhlal vs S'lilloni; Banking Curpn Ltd {1965) 
Company Cas 514 SC In this case, ’S Bank (collecting bank) accepted 
from ‘K’ (customer) two dicques for collection from ‘B’ bank (drawee 
bank) ‘S’ Bank accepted a cheque instead of cash from‘B’bank without 
consulting‘K’ ‘S’Bank then presented the new cheque to ‘N’Bank which 

was dishonoured Thereafter, the collecting banker accepted a demand draft, 
after consulting his customer, drawn by the drawee bank on its head office at 
Calcutta Soon after that the ‘B’ bank was put under a reconstruction 
scheme and the draft was not honoured ‘S’ Bank also went into liquidation 
some time later The customer pleaded that the collecting bank was negligent 
in collecting the (wo cheques ‘S’ Bank had accepted the cheque and the 
draft of ‘B’ bank at its own discretion and therefore he should be given full 
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tfedit for the cheques The Assam High Court gave judgment jn favour of 
‘S’ Bank after which ‘K* appealed to the Supreme Court The appeal 
was dismissed on the ground that the collecting bank had acted tn the 
best interest of the customer and all steps for collection of the cheques 
were approved by the customer *S* Bank was acting as an agent for the 
customer and rot as a holder for value’ of the cheques the question of 
compensation did not arise The customer would rank as a preferential 
creditor of the collecting bankers 

Justice Bachawat of the Supreme Court observed 

‘A banker entrusted by his customer with the collection of a cheque is 
bound to act according to the directions given by the customer, and in 
the absence of such directions according to the usages prevailing at the 
place where (he banker conducts his business and applicable to the 
matter in hand ’ 

B 7b sene notice of disitonotir When a cheque is dishonoured, it v 
the duty of the collecting bank to give notice of dishonour to the customer 
so that the fatter could claim the amount from the drawer or previous parties 
of the instrument The Banker’s duty to give notice of dishonour to the 
customer ts governed by Section 96 when the collecting banker acts as an 
agent of the customer The customer is also duty bound to give notice to all 
the previous parties of the cheque under Section 93 Where the collecting 
banker is a ‘bolder for value’ and not as ‘an agent’, he should give notice of 
dishonour not only to the customer but to all the previous parties of the 
instrument also Failure to send the notice will make the bank liable (o the 
customer for any loss caused due to such omission If the banker is a holder 
for value.* he will be held liable for such omtssion to all the prior parties of 
the instrument including the customer 

Promptitude ts required in giving notice of dishonour The notice may 
be oral or written It may be conveyed telegraphically, telcphonically or by 
post A fetter containing notice of dishonour should be properly addressed 
The notice should be given within a reasonable itme , usually the collecting 
banker should give notice withm 24 hours of the dishonour and (he customer 
in turn should also give notice within 24 hours It should be noted that the 
time of sending the notice « important rather than the time of receipt of the 
notice Once the notice is despatched by post, the collecting banker’s duty is 
ever, no matter the customer may not have received it for a considerably 
long time due to negligence on the part of the Pd.T Department or for any 
other reason beyond control 

A cheque IS deemed to be dishonoured when Us pa>ment has been 
refused by the drawee bank Notice of dishonour should be given even when 
the unpaid cheque bears remarks of the drawee bank such as ‘refer to drawer’ 
or‘effects not cleared, present again* ^\^^ere a cheque is returned for any 
irregularity of endorsement etc , the banker should still give such notice to 
Its customer 
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COLLECTION OF BILLS OF EXCHANGE 

The stahitoiy protection under Section 131 is confined to crossed cheques 
only Under Section 131 (A) collection of crossed drafts is aI<o protected 
Howc\er, protection under these sections is not available to the collection ol 
bills of exchange. 

Bills and proniissor3 notes ocenpj an important place, next to cheques 
In tbc business n orld bills are used in the fioaneing of intemal and external 
trade In several respects a bill has an edge over a cheque because the former 
(I) fixes a definite dale for payment of ih^ amount, (2J affords a wnttca 
evidence of debt, and (3) can be discounted nith bacLs, if (here is need for 
money before Its matunty As for cheques, banlcr do not have any Icpl 
obbgation to undertake collection of bills But because of dutrsttiK in bant¬ 
ing services customers of all sorts aie lo be accommodated by banfa Bants 
earn a good amount of commission for collection of bills However, bants do 
not get any statutory protection under Section 131 for such collections. If the 
title of the customer to tbc bill proves to be defective, the banter will have 
to be liable for it although he can seel compoDsaUoa [or it front the castomer 
later on 

The collecting bants nsuallj roaiolaio a‘Register of Bills’ received for 
coHection, nsperspeciman given below, and all the taTormation regarding bills 
IS entered in the respective columns Thus, date of receipt of the bill, names 
of customer, drawer and dranec, amount of the biU, doe dale eta are shown 
in this register 

SPECI^tEN OF RZGISrER OF BILIS FOR COLLECTION 


No 


Fcom nboiii 

Drawer 

Accep- 

Dale ' 

Dot 


Ajaouol 

Date 

rcccircd 

receired 

tor 


dale 

payaMe 

Rs- P 1 

paid 
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The co!)ecJwn of bilh is sirghtly different from that of cheques While 
the bills have to be collected for‘Bcceptance* or for ‘payment' or for both, 
cheques arc always collected for payment Promissory notes also rally 
behind cheques in this respect because there is no question of'Acceptance' 
in both these cases Hanlers acting as agents for presentment for acceptance 
of bills also act ns agents for collection or payment of the bills Collecting 
bankers thus getdouble earnings of collection charges and add to the efficiency 
and profitability of the banking business 



COLLCCTINO UANKCR AND PRCSCNTMCNT OP BILLS 
rOR ACCCPTANCC 

Among the negoinble instruments, it is only the bills of exchange that 
require presentment for acceptance Cither the customer himself requests the 
collecting banker to present a bill for acceptance or where a banker has been 
entrusted with realisation of payment of an unaccepted bill, the presentment 
of bill for acceptance becomes nn implied precondition Also where the 
banker is a holder for value by way of discounting of a bill, he may choose 
to present it for acceptance m his own interest inasmuch as acceptance 
becomes an additional security for the banker The presentment for acceptance 
should be done expeditiously ns in the event of dishonour of the bill the 
banker gels an immediate right of recourse against the drawer and other 
parlies 

Rills of exchange payable on demand or at sight or on a fixed date do 
not require any presentment for acceptance but, in the following circumstances 
the presentment for acceptance is n legal nc^ssity 

1 A Bill of cxchangepayabteaBcr sight must bepresented to the drawee 
for acceptance (Section 61), because the dateof its maturity has (0 be fixed only 
after such presentment 

2 Where a bill expressly stipulates that it should be presented for accep¬ 
tance, then such presentment is necessary 

3 Vhcrc a promissory note Is payable at a certain period afler tight,Its 
presentment for sight is necessary in order to fix the maturity of the 
instrument (Section 62) 
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Rules of presentment for acceptance are also applicable to hundis m the 
absence of any agreement to the coatraiy [I^anu Jiam vs Shiv Kishan 
(AIR 1950 Raj 55)] 

Whether it be under legal necessity or an opttonal step, the collecting 
banker ts put to extra advantages by presenting generally bills for acceptance 
namely, (1) acceptance operates as a guarantee for payment of the bill on the 
due date, (2) rediscounting facilities arc made available by the Reserve Bank 
on bills which bear acceptance of the drawee, (3) m case of dishonour by non- 
acceptance the customer gets an opportunity to have recourse against all 
previous parties, (4) the banker cannot be blamed for negligence in collection, 
and (5) the acceptor by giving acceptance gets a reminder lo arrange funds 
for timely payment of the bill 

TO WHOM Bars SHOLTiD BE PRESENTED FOR ACCEPTANCE 

The presentment for acceptance most be mode to the follonmg parties 

1 To the drawee himself or his duly authorised agent 

2 To his legal representative, if the drawee has died before acceptance 

3 To all the drawees, when they ate not partners, or to any one of the 
drawees when he has authority to accept on behalf of all the 
drawees (Section 34) 

4 To his official receiver or assignee, m case the drawee has been 
declared an insolvent before acceptance (Section 75) 

5 To the‘drawee in case of need’or to the 'acceptor for honour’if 
necessary (Section 33) 

TIME AND PLACE FOR PRESENTMlNT 

1 All bills must be presented for acceptance before their matunty 

2 Where a time for presentment is specified, a bill must be presented 
for acceptance within such specific time 

3 Incase of bills payable after sight, where no time is specified, 
presentment must be done withm a reasonable time after they arc 
drawn 

The presentment must be made at the place as specified in llie bill itself 
Where a place is not specified, the bill should be presented at the place of 
business of the drawee or at his residence If the drawee has no known place 
of business or fixed residence and no place is specified, presentment must be 
made to him m person wherever he can be found 

Delay in presentment for aocptancc is excused to bankers if the delay is 
caused due to Circumstances' which are beyond the control of the banker 
presenting the bill When the cause of delay ceases to operate, presentment 
must be made within a reasonable tune (Section 75-A) Where the present¬ 
ment by bank is not possible doe to prevalence of not or other disturbances 
in the area m which such payment is to be made, the instrument may be 

‘ Circumstances which may be said to be beyond the control of the holder are 
outbreak ofwar.decJaralion of/noral<wian»,itlaes3ofifae holder or Joss of the lasuu- 
ment 
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treated as dishonoured on the due date (Section 75-B) 

PRESENTMENT WHEN EXCUSED 

In the following circumstances presentment of bill for acceptance is not 
necessary 

1 Where the drawee, after a reasonable search cannot be found 
(Section 61) 

2 Where the acceptance is qualified and not absolute 

3 Where the drawee IS meompetent to contract, he is a minor or a 
lunatic (Section 91) 

4 Where the drawee is a fictitious person 

5 Where acceptance is refused by the drawee 

CONSEQUENCES AND PRECAUTtONS 

The collecting banker should be aware of the consequences of non* 
presentment of the bill If the bill is not duly presented for acceptance, when 
necessary, all the parties to the bill are discharged and no action is maintain 
able even for the original debt The banker acting as an agent for the 
customer will have to compensate the latter for any damages caused to him 

The collecting banker should also not allow an extra time, other than a 
time of 48 hours as allowed by the law,‘ the drawee for deciding whether to 
accept or refuse acceptance Public holidays should be excluded from the 
stipulated time of 43 hours The banker should call back the bill afierexpiry 
of this time If he allows more than forty eight hours to the drawee, all 
previous parlies not consenting to such allowance shall be discharged from 
liability to the holder (Section 83) The banker should fully utilise the 
circumstances when presentment for acceptance is excused An undue display 
of interest by the banker might bring an extra burden on it A collecting 
banker could not be excused for non presentment of a billon the belief that 
if the bill were presented it won’t be accepted 

A banker should not obtain a qualified acceptance on the bill without 
the prior consent of the customer He should not accept the drawee’s cheque 
and surrender the bill because if this cheque is dishonoured, the drawer and 
endorsers of the bill cannot be charged for the non payment of the bill 

THE COLLECTING BANKER AND THE PRESENTMENT 
or BILLS or PAYMENT 

Mere presentment of bills for acceptance and obtaining their acceptance 
from the drawees docs not complete the job of a collecting banker He has 
to present each bill on itsdue date for obtaining payment Where the present¬ 
ment for acceptance has been delayed for reasons beyond the control of the 
holder, the bill has to be presented both for acceptance and for payment 
simultaneously Promissory notes loo have to be presented to the maker for 
realising payment These rules apply equally to Hundis [Banaras Bank 
Lid ts llormusjef Pesienji (AIR 1930 All 643,650)) The collecting 

»Section 61 of SefotUibU Jiitirumenti Act HSC 
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bacler should be ^^eII \ersed with the rules of presentment of bills etc. for 
payment, as laid down in the Nefotiable Insirumenis Act, IKSl, so that be is 
not charged of negliecnc* m the collection worl. Following are such rules 
I Presentment to Promissory notes, bills of exchance etc must 

be presented for pajmeni to the maler, acceptor or drawee thereof 
(Section 64) 

Presentment may be made to the duly aathonsed agent of drawee, mater 
or acceptor or in case of his death to the legal representatii e or in case of his 
insohency to his assignee (Section 75) 

Z Calculation of nUunt) Maturity has to be calcnlated for the bills 
payable after sight'or at a‘fixed date' In case of instruments payable on 
demand, there is no question of maturity {Jagamadha rs Laksknana (AIR 
1925 Madras 132)] The following points art important for the banier la 
calculabnc malunty 

(0 The maturity of a promissory note or bill of exchange is the date on 
which It falls due (Section 22> 

(lO Bills and notes which are payable after a certain period or on a 
certain date are allowed and maturity wdl be on the 

third day after the day on which it is payable (Section 22) UTiere 
an instrument is payable by instalmcois, days of grace will be 
allowed on each instalmeQt (Section 67) The jQitnis}>sr most be 
presented on the last day ofthe grace (ITVVfn rr Roberts (179oj 
1 ESP 262] 

(jii) Where a bill Of note IS payable a eenain nmiber of months after 
date or after sicht or ^tcr a certain cxent, the insiroment will 
mature for payment on the day of the month which corresponds 
with the date of the instrument (Section 23) 

If the month in which the penod would tenmoate has no corresponding 
day, the penod shall be held fo tenniaate on the last day of such month 
(Section 23) The followiog illustrations explain it 

(0 A negotiable instrument dated 30 January 19S4, is made payable 
at one month after date, tb^ mstnunent IS et matuntv on the 3rd 
day after the 29 February I9S4 

00 A negotiabTc msliument dated 30 Aa''ttsf 19S4 is made payable 
three months after date Uie instrument is at maturity on the 
3 December 1984 

(hi) a promissory note or bill of exchange dated 31 Aucusl 19S4 is 
made payable three months after date. The mstrumenl is at 
maturity on the 3 December I9S4 

(ii) In calculating the raatunty ofa biD or note payable a certain nnm 
bet of days afterdate or after sight or after a certain eient, the day 
of the date or of presentment or sight or happening of an eient 
shall be excluded (Section 24) 

(r) Where a bill is not dated and is pay'able after a specified number 
of days afier dale, the time shall be calculated from the day ca 
which it was made [Ci/er vs Bourne (1817) 6 M and S 73j 
(it) Where an instrument payable after date is issued undated, any 
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holder may insert the true date If the date given is an impossible 
one c g, 30 February, the computation of raatunty should start 
from the nearest date (28 or 29 February as the case may be) 

(v/i) When the day of matunty IS a public holiday, the instrument shall 
be deemed to be due on the next preceding business day Thus, if 
30 January is a Sunday, the bil) tvill mature on 29 January 

(Section 25) 

(3) Liability of the banker for negligence When a bill accepted as 

payable at a specified bank has been duly presented there for payment and 
dishonoured, and if the banker so negligently or improperly keeps deals 
with or delivers back such bill as to cause toss to the holder, he must compensate 
the holder for such loss (Section 77) 

(4) When presentment not necessary No presentment for payment is 

necessary in the following circumstances and the instrument is treated as 
dishonoured at the due date for presentment (Section 76) 

1 If the maker, drawee or acceptor intentionally prevents the present* 
ment of the instrument 

2 If the instrument IS payable at bis place of business and be closes 
such place on a business day during the usual business hours 

3 If the instrument IS payable at a specified place neither be nor bis 
duly authorised agent is present at such place during usual business 
hours 

4 If the instrument is not payable at any specified place, he cannot be 
found after a due search 

5 If the parties have undertaken to pay the instrument, even if it is 
not presented This is called ‘waiver of presentment ’ 

6 If the party makes part payment of the amount of the instrument 
after its maturity but without knowing about its non presentment 

7 If the parly promises to pay the amount due in whole or in part 

8 If the party liable waives his right to take advantage of any default 
m presentment for payment 

9 If the drawer could not suffer any damage for want of presentment 
of the instrument to him 

*10 Where the bill is dishonoured by non acceptance 

11 Where the drawee is a fictilious penon 

12 Where the drawee is not competent to contract 

13 \\’herc the presentment has become impossible * 

PRtCAimovs 

The collecting banker should be aware of the consequences arising out 
of non presentment or delayed presentment of the instruments for payment 
According to Section 64, if defjulc IS committed IS presenting the instrument 
for pavment, all the other panics to the instrument are discharged except the 
maker acceptor or drawer thereof The banker will have to compensate 
the customer for any loss caused doe to non presentment for payment The 

' Poims to to IS are extraneous to Section 16. 
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banker should stnctly follow the roles of presentment stated in the previous 
pages ThepresentmcntroustbemadeODlyontbeduedafe P/esentmentesco 
a day before the matunty does not absoUe the banker from its responsibilities 
In Jhandulal Mithulal\s /r/fjjorr^e^unr(1925)47An 572,AIR 192S AUd 
442, it was beld that the presentment for payment before maturity was not 
salid Preseniinent IS necessary e\en when the bill has been accepted for 
‘accommodation’ or ‘without value' AVhcrc the banker is informed that bill 
Will be dishonoured on presentment even then the bill must be duly presented 
to the acceptor on its due date 

NVhcrc the services of another banker are to be taken for presentment 
of the bill, the bill should be despatched to that banker 3 days before 
matunty. 

When the bill is not made payable at a bank and on presentation it is 
not paid by the acceptor, the collecting banker should not lease the bill snth 
the acceptor, instead he should supply him a slip containing full particulars 
of the bill and stating (hat the bill is at the bank awaiting payment and 
requires immediaie attention 

The banker should cot accept any (brag other than cash in payment of 
the bill unless instructed by the customer to do so If on presentation, the 
acceptor gives part payment of (be bill, (be collectmg baoter should accept 
the money because he does not ruo any mk lo doing so But in such cases, 
the bill must cot be surrendered to the drawee aod a notice of dishonour 
must be given for the unpaid balance 
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DISHONOUR, NOTING 
AND PROTESTING 


‘Wbeo the drawee of a oegotiabtc instttinieQt refusee to accept tt or pay 
U, the instrument is said to be dishonoured * Thus, dishonour of an instrument 
ts either by non acceptance or by non payment 

While a bill of exchange may be dishonoured either by non acceptance or 
by non-payment, cheques and promissory notes arc dishonoured by non¬ 
payment only Although the drawee bank is legally obliged to pay cheques 
drawn on it by its customers, yet there may be certain circumstances, as 
discussed m the previous chapter, when the drawee bank has to refuse payment 
find dishonour the instrument m order to safeguard its own interests as well 
as the interests of its customers The circumstances m which promissory 
notes, bills of exchange are dishonoured may be quite diiTerent than those for 
cheques, this is mainly due to the fact that in the former set of instruments, the 
drawers are mostly non banking institutions and individuals while in case of 
cheques, the drawees are banks which take care of their customers’ interests 

DISHONOUR BY NON-ACCETTANCE 

Among the negotiable mstrumcnls, it is only the bill of exchange that 
may be dishonoured by non acceptance Among bills too, not all types of 
bills require acceptance, only the bills payable after sight or after a period of 
lime have to be accepted, dishonour by non-acceptance will, therefore, be 
confined to these (wo types Dills’Payable on demand’or ‘Sight bills* can 
never be dishonoured for non acceptance 

A bill of exchange is said to be dishonoured by non-acceptance when 
the drawee, or one of several drawees not being partners, makes default 
m acceptance upon being duly required to accept the bill, or where 
presentment is excused and the bill is not accepted (Section 91)* 

\Vbere the drawee is incompetent to contract, or the acceptance is quali¬ 
fied, the bill may be treated as dishonoured although there is no formal 
dishonour as defined under Section 91 

It was held in Korn ^701^/ Jambhekar ij PrahladJai Subkaran (1896) 20 
Rombay. 133.* that the dishonour by non acceptance of bill or hundi 
gave the holder an immediate cause of action against the drawer and 

• Unless mentioned otherwise reference* to Sections rebtc to the /srrm- 

mftittAft tSSI 

* Sec also \ fulebanj JtiSarlmat rr Srfgan ChanJ Shirdii, 1 Domhay 23 
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endorser and the holder was not bonnd to wait until the matunty of 
the instrument or until the presentment for pajmecL 

MODES OF DISHa^OUR BY NON-ACCEPTANCE 

A bill or hundi is deemed to be dishonoured by non acceptance in setcral 
ways, namely 

I Where the drawee cannot be found after a reasonable search 

(Section 61) 

2. If the bill IS directed to the drawee at a particular place and if at 
the due date the bill is presented at that place but there be cannot 
be found after a reasonable search (Section 61) 

3 When the drawee docs not accept it witbm <18 hours of its present¬ 
ment (Section 63) 

4 When the presentment for acceptance is excused and the bill is not 

accepted (Section 91) 

5 When the drawee is a fictitious person. 

6 When the drawee is locompcient to enter into a valid contract 

7, Where there are seseral drawees, who are not partners, and any of 

them makes default in gning acceptance (Section 91) 

8 Where the acceptance is qiualified (Section 91) 

9 Where the drawee has either become losoHent or is dead 

10 Where the draw ee writes words, ‘not accepted’ on the bDl and signs 

II Where the ‘drawee incase ofoeed named lOtbebiU refuses to 
accept the bill 

DtSHONOUR BY NON PAYMENT 

Payment ofa negotiable laslruoicnt is the ultimate stage for its extinction 
When an instrument is presented for payment and the payment thereof is 
refused by the drawee or maker, as the case may be, it is called ‘dishonour 
by non payment’ According to Section 92 

‘A promissory note, bill of exchange or cheque is said to be dishonoured 
’oy nonpayment svnen fne matter ol Yne nOtc, acceptor cfiifnc'Df/i or 
drawee oftbe cheque makes default in payment upon being duly required 
to pay the same * 

Dishonour by nonpayment may occur m any one of the following 
circumstances 

1 tVhere maker, acceptor or drawee makes default in payment, when 
the instrument is duly piescnied (Section 92) 

2. When the presentment for payment is excused and the instrament 
remains unpaid on the maturity (Section 76) 

I 3 Where a ‘drawee in case of need’ is named in a bill of exchange, or 
in any endorsement thereon, and the bill is dishonoured by such 
drawee (Section 115) 

' 4. "When on presentment of a dieque, the paying bank asks the pre- 

sentor to ‘present again*, it depends on the pieseator either to 
present it again or to treat it dishonoured 
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iDISi{ONQUR BY THE BANKER 

Where a banter is the drawee of an insiniment, he can also dishonour it if 
any of the circumstances, supra, prevails Bankers arc required generally to 
pay cheques drawn by their customers Dishonour of cheques by a banker 
may be obligatory or optional 

An 'Obligatory dishonour’ of cheques may occur where the paying 
banker is left with no other alternative but to dishonour or otherwise to face 
monetary loss The banker’s authority to pay cheques is determined under 
the following circumstances and, therefore, it is obligatory on the banker to 
dishonour the cheques 

Countermand of payment by the drawer 

Insolvency, insanity or death of the customer 

Garnishee Order of the Court 

Liquidation or winding up of the partnership firm, 
the company or the institution concerned 

An 'Optional Dishonour’ is one which depends on the discretion of the 
bank The paying bank may, or may not, dishonour the cheque If it 
prefers to safeguard its own interest than that of the cvslonier, it may 
dishonour If the banker thinks that the relations between him and the 
customer are important and should not be spoiled for petty reasons or not 
much risk ts involved in paying the cheque, it may avoid the dishonour and 
pay the cheque A banker exercises the option to dishonour a cheque where 
there is an irregularity in tts writing or it is mutilated or the account drawn 
upon has not sufficient funds 

>VRlTINO THE CAUSES OF DISHONOUR 

When a negotiable instrument IS dishonoured, and returned unpaid, the 
drawee, acceptor or maker is not legally bound to specify m writing the 
reasons of dishonouring the instrument The rules of London Clearing 
House ha>e been followed by almost all the Clearing Houses the world over 
which provide that there must be a written answer on every instrument 
explaining the reason of returning it unpaid These rules also provide that 
the cause of dishonour of the instrument must in cscry case be written in 
words Without abbreviations However, with the heavy rush of business, 
bankers now a days prefer to use selected terms m an abbreviated form, and 
this practice pres aifs among banks The rules of the London Clearing House 
also require that the reason for returning unpaid must be specified on the instru* 
ment itselfsvhile the rules ofthe BombayCleanng House provide that such 
reasons be gisen on a slip attached to the instrument dishonoured Doth these 
methods have their omi advantages Mentioning the reasons of dishonour 
on the instrument itself isthesafestmcthod because any unwanted person can* 
rot play mischief by reroovinglhesJipsandrcendorsing the instrument m favour 
of someone else, thus flouting the procedure cf dishonour Similarly, attaching 
s slip may also be beneficial The holder of the instrument may, after some 
wait like to prescnl it again for pajinenl especially when the instrument i« 
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returned for insufficiency of funds After some time funds may bcsuffinent 
lo meet ihe cheques and so by detaching the slip cheques etc could be 
presented again 

Id India, all the bankers like to menijoa Ibe reason on a separate pnaled 
slip and attach it to the instrument relumed unpaid There may be a host of 
reasons printed on the slip commonly knoivn as ‘Memorandum of Objcctioa’ 
and the banker cautiously tick marks one or some of the reasons as axe 
applicable lo Ihe instrument returned meofioniDg Ihe reasons, the 

following precautions should be taken by a tonker 

1 Jicasons should be unambiguous The reasons gisen for dishonotnag 
the instrument should be in clear and unambiguous terms, they should not 
be equivocal Standard reasons and vocabulary should be used 

2 Full terms and no cbbre\ianons Reasons should not be given in 
abbreviated forms because abbreviations can create confusion in the customer's 
mind and may have mulU meanings For example, if the reason is‘No 
Account*, us abbreviated uotd ‘N A ' may convey to the other party either of 
the words 'Not Available. Not applicable. No Answer. No Asset, No Advice* 
and likewise Some abbreviated termslike ‘O N T P ’ (Order Not To Pay) 
iravbe difficult lo follow It ts tbercrore suggested that the reason should 
be given in words with full spellmgs 

3 iJon'rAufi the draper's eredii There should be dishonour of the 

cheque and not any dishonour of the customer Bankers advice should not 
east anaspersion on the drawers credit^ If the advice is hanh, it ma> 
amount to libel Where the action is framed in libel, exemplary daniages 
could be claimed from the banker According to Salmond, ‘A defamatotr 
statement is one which has a tendency to injure the reputation of the person 
to whom it refers ’* Certain case laws suggest that banker advices 
should be worded quite cautiously In rs Barcla}S Bank {\9i0) 

1 All, ER 316, 164 LT 25, the banker gave remark ‘Not SuiUcieDt* on a book¬ 
maker’s cheque loan action for libel b> the drawer, it was held that such 
remark was defamatory and Ihe banker bad to pay exemplary damages to the 
drawer In Flach >j London & South If'estcm Bank (1915) 31 TLR 334, the 
comment was held libellous, irrespective of the fact whether it hurt the credit 
of the customer directly or indirectly 

BANKER’S ANSWERS WHEN PAYMENT IS REFUSED 

When a backer decides to return a cheque or bill etc, it tick marks 
the relevant points pnntcd in the Return Memo/Objection Memo or Memo¬ 
randum of Dishonour The memorandum bears name of the concerned bank 
at the lop followed by senal number of the cheque, amount, and the reasons 
for ‘dishonour’ respectively Every bank leaves blank a feiv lines m the end 
of the memo so that any extra reasons not listed m point could be written in 
hand In the cad, the memorandiun bears sigoaturcs of the Officer of the 
bank concerned and the date of retum A specimen of the memorandum 
IS given below 

* Drover and Bosley, Sheldon, op cil, 28 

* Salmond on TbrlT, Mih Eda, 197 
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MObERN BANK LIMITED 

(Head OfEce Parliament Street, New Delhi) 

Chandni Chowk, DELHI 

MEMORANDUM 

Cheques No for Rs is returned for 

reason number 

1 Refer to drawer 

2 Effects not yet cleared please present again 

3 Net arranged for 

4 P^yec s endorsement required 

5 payee s endorsement irregular 

6 Drawer’s signature differs 

7 Endorsement requires Bank s Guarantee 

8 Alteration requires full signature 

9 Cheque is post dated 

10 Cheque is out of dale 

11 Amount in words and figures differ 

12 Crossed cheque must be presented through a bank 

13 No advice 

14 Payment stopped by the drawer 

15 Payee s separate discharge to the Bank required 

16 Not drawn on us 

17 Cheque should not contain extraneous matter 

18 Clearing stamp required to be cancelled on the back/front 

19 Cheque crossed to two Banks 

20 Bank s endorsement requircd/irrtgular/incomplete 

21 Payee s endorsement m Indian language requires Bank s confir 
mation 

22 Cheque irregularly drawn 

23 Collecting Bank s confirmation requires clearing bank s autbenti 
cation 

24 Full cover not received 

25 Wiihdnwal from account stopped by drawers death/insolvency/ 
lunacy 

26 Payment stopped under Court order 

27 Cheque is mutilated 

28 No Account/Account closcd/Accouni transferred to branch 

29 Account/Namc of payee differs from that on advice 

30 Wrongly delivered 

31 E C D Form A 7 approved by the Exchange Control required 

32 Drawer s signature/autbority to operate on the Amount not 
received at this office 

33 Paj'ec s thumb imprcssioR requires att«tation by a Magistrate 
under hi$ court seal or by collecting bankers 

34 Not payable till 1st proximo 
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35 Refund order is not transTeraWe 

36 Datc/Placc of payment required to be corapicted mentioned under 
full signature of the Drawing^Refuad Officer 

37 Government drafts arc not transferable 

38 Drav. ing in excess of Rs 10 000 per week not permitted 

39 Revenue Stamp required 

40 Power of attorney in favour of not registered m our books 

41 Payable at (please present over the counter for collection/ 

negotiation) 

42 

43 

Dated 

ACCOUNTANT 


Reatoni 34-37 relate to cbeques/iosinimentt i»utd for co^emment transactions 

It is not necessary that all tbe replies, supra are included in the objec 
tion memo given by bankers Only a few of them are regularly used by 
banks A list of forms of words commonly used by bankers is given by 
Mmly* We discuss here some of the customary answers given by banks and 
their legal implications 

1 Refer to Drawer This ts the usual objection given by banks when 
funds m the drawer’s account are tosufScient 1o meet a cheque This reply is 
also applicable to cases where the cheque is returned on account of Gar 
nishee Order or insolvency proceedings being taken up against the cnslomer 

Words’Refer to drawer* generally mean that the holder should enquire 
from thedrawer, the reason fordishooour of the cheque So, according to 
Paget, this term would not by Itself appear to be libellous But some other 
think that this term, if used in other circumstances excepting the cause of 
insufficiency of funds, may be damaging to (he customers credit In Jayson 
ij Midland Bank Ltd (1968) 1 Lloyds Rep 409 it was held that the words 
•Refer (o drawer’ were likely to lower the plamtifT s reputation in the minds of 
ng'ni fnitfumg peo;/ie tven fne answer ’i^c 'Trcsctit Again'" was Wii 
libellous m a New Zealand case —Banker Australia and Ne\i Zealand 

Bfl/ifc (1958) N Z L R 907 la London Joint Stock Bank Ltd u MaemtUan 
and Artur{mS) AC 777,88 LJKB 45 Lord Shaw was of the view that 
the term ‘Refer to drawer’ should be used even when the banker suspected 
some forgery in or tempering of the cheque 

2 Effects not clear, present again This remark must be given where 
the cheques and bills deposited by the customer for collection arc yet to be 
cleared However, the words ‘present a^m* are likely to convey a defa 
mafory meaning ‘Effects not cleared’ is a sufficient remark to be given for 
such cases 

3 ffot arranged for or exceeds arrangement When the cheque presented 
exceeds the credit balance standing m the account, and there is no agreement 

»Minty, The Lao Relating 10 Banking ttad Poreign Exehange,2Td Edo, 198 
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between the banker and the customer for granting ofovcrdran, the former is 
justified in giving such answer This reply is also suitable when negotiations 
for granting overdraft Jinuls are slrll going on and not yet finalised or where 
payment of the cheque will exceed the approved limits of the overdraft 
However, remarks like‘Not arranged for’or‘Exceeds Arrangement may be 
considered libellous since they imply an unwarranted disclosure of the stale 
of the customer s account ‘Refer to drawer* would be a better course in this 
situation 

4 Pa}ee s Endorsement Irregular or Endorsement Requires Bank's 
Guarantee It is the duty of the paying banker to examine regularity of all the 
endorsements on the cheque before it pays it. If (here is any violation of the 
‘Bankers’Practices regarding Endorsement, the paying bank will answer on 
the memo ‘Endorsement Irregular* or ‘Endorsement Required/Incomplete/ 
Irregular’ 

Where a banker doubts the genuineness of an endorsement, it may 
return a cheque with a remark Endorsement Requires Bank s Guarantee/ 
Confirmation ’ 

5 Not Sufficient When funds m a customer s account arc jnsufijcient 
to meet the cheque presented fof payment this remark may be given But the 
paying banker is required to ^ a little bit cautious in giving this reason 
because it may arouse an action for libel by the drawer in Dandson vs 
Barclays Dank, a bookmakers cheque was wrongly dishonoured and 
returned with the remark ‘Not Suflicient’ The Court awarded the 
oistoTTiet £ 250 by way of damages for libel Remarks like ‘Not Provided for' 
or ‘No funds, or ‘No cfTects’ may also be used by the banker 

6 No Account Thu is used when the drawer does not have any 
account at that branch of the Dank at which it is presented It may also 
mean indirectly that the person drawing the cheque is a ‘cheat* because 
cheque forms cannot be issued to a man who docs not have any account 
However, customers having accounts at vanous branches of the same bank 
may intermix the cheque forms and it may result m this situation The banker 
should be cautious in giving (his answer, because, if there is an account and he 
wrongly dishonours the cheque presented, he may have to pay damages for 
hbel 

7 Full Cover not Reccued When the customer has not deposited a 
security sulEcient to cover the amount oftfie ovcrifraA granietf to film, the 
banker should return the cheque replying ‘Full Cover not Received ’ 

8 'Pa}n)ent SloppctT or*Pa)mentCounlermanded' hen the customer 
becomes insolvent, or the banker itself has stopped payment of cheques for 
certain reasons, it may return cheques unpaid with a remark 'Payment 
Stopped’ NVhere the customer himself has instructed the bank not to make 
payment of such and such cheque numben, the banker should put the remark 
‘Orders not to Pay’ or ‘Payment Countermanded ’ 

9 Drav^cr's signature requlrediincomplete/dijfers A cheque not signed 
by Its drawer is nothing but a piece of waste paper A banker is not bound 
to follow (he order written in It because hccan rwognise the customer only 
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by his signature on the cheque Unsigned dreques should be returned with 
a remark ‘Drawer’s Signatures Required’ When there is a signature on the 
cheque but it does not tally with the specimen signatures on record tbe 
banker may dishonour the cheque fey remarks like ‘Drawer’s signature in 
complete’ or ‘Drawer’s signature differs* 

10 Amctini in words and figures differs On finding a discrepancy 
between the amount in words and amount in figures, a banker is justified in 
paying the amount written in words (Section 18) Yet bankers play safe by 
returning such cheques with remarks 'Amount in words and figure differs’ 

1 1 Crossed Cheque ntust be presented through a Bank or Cheque crossed 
10 two Banks When a banker receives a crossed cheque at its payment 
counter, it should return it with remarks, ‘Must be presented through a 
Bank’ Also when a cheque is crossed to two bankers simultaneously it is 
invalid (Section 127) and hence should be returned with tbe remark ‘Crossed 
to two Banks' 

12 No advice Payment of bills of exchange is not a legal obligation 
of banks When there is no special agreement between tbe banker and the 
customer for payment of bills, the banker should return such bills unaccepted 
Of unpaid which are drawn by or in the name of the customer, by giving a 
remark ‘No Advice ’ 

13 Alteration requires full signatures When there is any alteration in 
the date, amount, name of the payee etc U should be supported by full 
signature of the drawer If no signatures are there, tbe objection ticked on 
the Memo should be ‘Alteration m date/figurcs/words requires drawer’s full 
signature ’ 

14 Cheque should not contain extraneous matter If a cheque presented 
for payment contains such words wbich may enhance the bankers liability, it 
should he returned unpaid For example a cheque, containing ‘Pay Kapil 
Dev or order Rs 5000 in the final settlement of his account’ should be 
returned with the remark, 'Contains extraneous matter ' 

CDMPFNK4TJON FOR WRONGFUI. DISHONOUR 

The liability of the banker os drawee emanates from Section 31, which 
reads, ‘The drawee of cheque having sufficient funds of the drawer in bis 
hands, properly applicable to the payment of such cheque must pay the cheque 
when duly required to do so, and, /« defaidi of such payment, must compensate 
the drawer for any loss or damage caused hy such default ’ 

Thus, a banker making wrongful dishonour of the cheque is liable to 
compensate (he drawer and not to the payee [/agjnan Afavjt rs Ranchhoddas 
(AIR 1954 SC 554)] The words ‘loss or damage’ used in this Section ate 
important because these include not only a pecuniary loss due to dishonour 
of the cheques but also damage to the credit or injury to (he reputation 
of the drawer This also means that the drawer of the cheque is 


Also see Meghjt Malsee Ltd rs P C Oommen (AIR 1968 Kcr 306, 308) 
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Entitled (0 recover substantial damages from the drawee bank for a wrongful 
dishonour of his cheque Dishonour of a cheque for a small sum especially 
in case of a drawer from the business class may be more injurious to his 
credit thin the dishonour of a cheque for a large amount Therefore, the 
amount of compensation for a wrongfuJdishonourofchequc is nhvays greater 
in CISC of traders as compared to non inders In DasiJson Barclays Bank 
(1940) 1 All FR tl6, Justice Ililbcry awarded S 250 ns damages for dishonour 
of a cheque of a petty amount In T/V Centraf ffall ir T7if (/n{led 
Commercial Bank Ltd (AIR 1959 Mad 153, 154) the Madras High Court 
awarded Rs 6000 ns damages As against these cases in t7/Wont \s Itesf 
mfnsicr Bank (1939) ICCR 577, 2 KH 882, Justice Lawrence awarded forty 
shillings only ns dimagcs m favour of a svoimn pbinlifT who, was not a 
trader, although the Jury had rccomcndcd S 50 In Exans \t London and 
Prouncial Bank (1917) the wife of a naval oflicer sued the bank for wrongful 
dishonour of a cheque The jury gave a verdict of one shilling damages as 
they felt that she was not a trader and did not suiter any thing more than 
annoyance 

WJiilc deciding (he estent of damages trading customers may claim 
damages for breach of contract by dishonouring the mandate by the banker 
and also damages to reputation Non trader customers may also claim 
substantial damages for his reputation, if they can prove so ' 

In Prc/in ij Boyal Bank o/Lherpool (i$70) LTl $ Ex 92 (heJnwcfwas 
allowed damages for breach of contract in dishonouring his cheques A trader 
customer may recover substantial damages for the injury to his credit without 
proving any actual loss [Bobin 1 1 Steward (1S54 ) 23 LHP 143) If he is not 
a trader, he can get only nominal damages for the breach of contract, unless 
he proves actual special damage {Gibbons xs JlaitJl) * In an Indian 

C3ie,SBCC Bank Lid \s t'Siibrakmanyam (\962) 2 An W R 323, where 
the customer sued the bank to recover Rs 500 as damages for wrongly 
dishonouring a cheque of Rs 28, the Andhra High Court awarded damages 
ofRs 175 only because the non trader could not prove that he sustained 
special damages 


EFFECTS OF DISHONOUR 

^Vherc a biff IS dishonoured by non acceptance, it gives an immediate 
right against the drawer and the endorsers of the bill and the holder should 
not wait till the maturity of the bill 

When there IS dishonour by non payment of cheque, bill or promissory 
note, (he holder has right to proceed against the drawer, maker, drawee, 
acceptor and all the endorsers of the Inslrumcnt, as (he case may be 

However, the holder’s right to proceed against the parties narrated above 
IS subject to two conditions namely 

1 He has given notice of dishonour to all the parties liable to him 

2 He has arranged for notingand protesting of such dishonour 


• Lord Chorley Trtotlte on Lot cf BorAlng 3n! Edn, 111 
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NOTICE OF DISHONOUR 

Any notice whereby the concerned parties are informed of diskononr of 
the instrument by non acceptance or by non payment is called ‘Notice of 
Dishonour' 

When an instrument is dishonoured, ‘the holder thereof or some other 
party who remains liable thereon must give notice, that the instrument has 
been so dishonoured to all other parties to whom be seeks to make severally 
liable’ (Section 93) 

The notice of dishonour helps other parties know their habihty to respect 
of the instrument Notice of dishonour is necessary because of the nature of 
contracts between different parties to the instrument, i e , drawer and payee, 
payee and endorser, endorser and endorsee cic Such notice enables the parties 
concerned to make necessary adjustments m their commercial transactions 
and seek indemnities, if needs so arise 

An omission to give notice wiU discharge all parties, other than the 
maker or acceptor If the drawer is not gis-en due notice and thereby he 
suffers because otherwise he would have withdrawn effects from the hands 
of the drawee, he will be discharged to that extent Incase of bills and 
cheques the endorser is discharged from liability and the holder can neither 
maintain a suit on the basis of dishonoured instrument nor can be fall back 
upon the original consideration [Jagannath Nalhumal \s Ramdas Bnjdas, 
140, PWR 1914 and z\iQ Mohammed Rafi \s Qa:i ^fe‘hlr Hussain 
Lah 796 (2)] In John Chandj ts Slate Bank o/Tnraacore (1973) KhT 742, 
the Kerala High Court held that the banker, who did not inform the payee 
about dishonour of the cheque, lost hts right against the customer to recover 
dues from him on the overdraft account 

MODE OF NOTICE 

Sections 93 to 97 lay down the procedure for giving notices of the 
dishonour The noteworthy points in this respect arc 

1 Hatiec by »/iom Notice must be given by the holder or by a party 
habfe sfsj ihff f.'}siri/!!?e7}t A siranger Gr.7!Kfl ffiv saeh sN>tfre A ssji/ee ts 
invalid even if it is given by such party which is not liable on the instrument 
at the time of giving such notice Thus, an endorser, who is discharged from 
Lability for want of due notice, cannot give such notice 

An agent of the holder or previous parlies may give notice A servant 
cf a trader is not competent to give notice unless autbonsed to do so Each 
party receiving the notice should in turn also give notice to all prior parties 
(Section 95) 

2 Notice to Vihom Notice may be given to all parties other than th 
maker or acceptor or to their duly authonsed agents Where a party is 
insolvent or dead, notice may be given to bis assignee or legal representative 
(Section 94) 

Where tlicre are t» o or more parties jointly liable, such as a partnership 
firm, a notice to one of them would bind all of them (Section 93) Notice 
may be given to the mauager of a Joint Hindu Family \\Tien a parly 
entitled to a notice of dishonour is dead and notice is given to him m 
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Ignorance of his death, the notice is suffiaent (Section 97) 

3 form of notice A notice may be given in any form but it should 
fulfil the requirements of Section 94 It may be oral or wntten or partly oral 
or partly wntten When oral, u should be supplemented by a wntten notice 
The notice should clearly identify the instrument and inform the party concer 
ned about bis liability It may not neccssanly be signed 

SPECIMEN NOTICE 


Bombay 

30th Seplemtir 19W 

M/J J K. SYNTHETICS 
Kota (Raj) 

Dear Sir, 

We hereby give you notice that the undennenliooeil bill upAD «hich you are 
liable as endorser has been dishonoured by non payment We have to request imme* 
diate payment of the amount of (he said bill of Rs 35 000 (ogelher with etpenses 
Rs ^15 toiat Rs ^15 

Yourt faUhfuUy, 
for CIBA OEIOY LIMITED 
P 30O3lhSO 
Auamry 


BACK PACE 


Teoot 3 Months 
Doe Date 33 9 19M 

Amount Rs.35 000 

Date 30ch June I9S} 

Drawer Bharat Tubes Ltd 

Acceptor Cadore Tools 

Endorsers 1 Escorts India 

2. Kitloskar Enpnes 

Payable at Bank of India. New Delhr 

Answer Given Acceptor Refused 


4 Notice through whom A wntten notice nmy be sent by post Incase 
of a notice by post, the plaintifT should prosic that the tetter containing (he 
notice was properly addressed and posted and it was received by the defen 
dant before taking action In Mohammad Raft »x Qcuci hfa-har Hussam 
(1936) Lah 796, the Lahore High Court held that mere posting of a 
letter in mail box was not sufficient, there should bf proof of its receipt by the 
party concerned It is therefore suggested that such notice should be sent by 
registered post with AD, and the acLooHledgcment should be lepton 
record Uherc a notice is sersed through a peon, it should be properly 
entered in a peon book and the receipt should be acknowledged and signed 
by the party concerned m the receipt column 

5 Contents of notice A notice of dishonour oust contain infonnatjon 
about the type of the instrument, amount, date, cause of dishonour and 
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liability of the recipient In case of & bill it is not sufficient to state that the 
instrument has been dishonoured It should be slated whether the dishonour 
IS by acceptance or by non payment In Kanhyalal u Ram Kumar (AIR 19S6 
Rajasthan 129, 134), it was held by the Rajasthan High Court that mere 
conveying (he intimadan of dishonour and not statiog the liability of the 
recipient won’t be a valid notice 

6 Place where notice be sent The notice should be served at the place 
ofbusiness of the party Where the person entitled to notice has no place of 
business, it may be served at his residence (Section 94) Where a party directs 
a notice to be sent (o a place other than bis place ofbusiness or residence, 
the notice addressed to the specified place would be valid 

7 Reasonable time The notice of dishonour must be given within a 
reasonable time after dishonour In determining a ‘reasonable time’, for 
giving notice of dishonour, regard shall be had to the nature of the instru¬ 
ment and usual course of (dealing with respect to similar instruments Public 
holidays should be excluded (Section lOS) 

Where the same parties carry on business or live in the same place, the 
notice must be despatched m time to reach destination on the day next ailer 
the day of dishonour (Section 106) 

Where the holder and the parly to whom noliceofdisbonour is due carry 
on business or live in difTcrcnt places, anotiw must be despafebei by the next 
post or on the day nett after the day of dishonour (Seciion J 06) 

A party receiving notice of dishonour, who seeks to enforce hts ngbt 
against a pnor party, must transmit the notice within the same time after its 
receipt as he would have had to give notice if he had been the bolder 
(Section 107) 

Where an instrument IS drawn in one country and payable in another 
country, the reasonable time shall be determined by the law of the country 
where it is payable (Section 135) 

When an instrument js deposited with an agent for presentment, the agent 
IS entitled to same time to give nolKe to hi$ principal as if he were a bold» 
(Section 96) 

NOTICE OF DISHONOUR UNNECF.SSAKY 

The law of negotiable instruments mahes unnecessary the notice of dishon¬ 
our in certain circumstances narrated below because the concerned party 
receiving notice is presumed ro be liable without notice 

1 Maker of pronote A maker of dishonoured pronole may not be 
given notice (Section 93) 

2 Drm\ es or Acceptor An acceptor of a bill of exchange or a drawee 
of a cheque need not be given a notice of dishonour (Section 93) 

3 notice waned If the notice of dishonour is dispensed with by the 
party entitled thereto by way of facult^ve endorsement or in an implied 
manner, notice should not be given (Section 98) 

4 Cottntermand of payment When the drawer has countermanded 
payment, notice is not needed (Section 98) 

5 Absence of damage No notice is necessary, if the party charged could 
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DOt sun'er damage for want of notice (Section 98) 

The question whether the party could suffer or not is one of fact and 
should be established by the person, who wants to excuse himself for non- 
presentment of notice ^^{adho Ram is Durga Prasad, 33 All 4) \Vhere the 
drawer has no funds m the hands of drawee neither presentment for payment 
nor notice of dishonour is necessary (Aihrao is Sliaram, 2 Bombay LR 89) 

6 The party not found A notice is excused, if the party entitled to 
notice is not found after due search The holder should use reasonable 
diligence to find out the party Due search has been done or not, is a question 
of fact (Section 98) 

7. Inability fa gi\e notice If the party bound to give notice is unable 
to give notice without any fault of his own to give it, the notice is excused 
(Section 98 d) 

Death or dangerous disease of the holder or hn agent or other accidents 
are circumstances considered beyond control 

8 Acceptor U drawer A notice is dispensed with when one of the 
drawers is also the acceptor (Section 98 e) 

Thus, other drawers must be having the knowledge ofdishonour A bill 
drawn by a firm upon one of Us partners does not need notice If the partnership 
had been dissolved before the bill was drawn, the drawer is entitled to a 
notice If the two firms have common partners am] the bill is drawn by one 
and accepted by the other, a notice is not needed 

9 Not ncgottahle promissor) note A notice is not required in case of 
a promissory note which is not negotiable (Section 98 f) 

10 Promise to pa} uftcomhiio/tall} When the parly entitled to notice, 
knowing the facts, promises unconditionally to pay the amount due on the 
instrument, the notice is not needed (Section 98 g) 

This IS the case of waiving impliedly the notice, by promising to pay 
unconditionally The promise should be unconditional and be made with full 
knowledge of facts A promise made under ignorance or misapprehension of 
facts IS not effective Where the drawer of a cheque promises to pay the 
amount, even if the cheque is dishonoured, the notice is not required [Punjab 
National Bank Ltd is Iqbal Singh Aof>imy//ig/i (AIR 1962 Punjab 158)] 

BANKER’S PRECAUTION ON DISHONOURED BILLS 

Although a banker deals with dishonoured cheques, promissory notes and 
bills jet it has to confront with special problems regarding dishonoured bills 
Bills handled by a banker fall m two categories, vi< , bills receded for collec¬ 
tion, and bids discounted by the bank 

As regards the‘hlffr/or fo/lecrfon*, the following precautions should be 
taken. 

1. The banker, as an agent of the customer, must gne due notice of 
dishonour to Us principal Neglect to do so will make him liable to pay the 
toss 


John Chandy'i case, cp eii, 15 
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2 The banker may also choose to give notice to parties liable on the 
bill 

While the Qrst step is safer, less expensive and less lime coDSuming, action 
under the second method is trotibfcsome and not practicable because a banker 
may not ha>c addresses of all the concerned parties Hotvever, if a hanker 
adopts only the former course, he would be held responsible for the loss that 
might ensue to the customer through the banlcer s failure to transmit effectual 
notice (0 all the parties concerned 

Regarding 'Bills discounted, a banlcer should adopt the following precan 
tions 

1 On maturity if the bill is presented for payment and returned unpaid, 
the bank should debit bis enstomer's account and return the disbon 
cured bill to the customer 

2 Where (he customer’s credit balance is not sufficient to meet (he 
debit and the banker is not willing to allow him an overdraft, the 
latter should retain the bill and give a notice of dishonour to the 
customer 

3 The banker should also give a notice of dishonour to all the parties 
liable on the bill 

4 The banker should note a Iteo on (be credit balance in the customer’s 
account and, pending settlement, should debit the amount of the bill 
to a suspense account 

5 Hill should not be returned to the customer till ti is paid 

Where a banker holds a bill as security and the bill is dishonoured, a 
notice of dishonour must be given to the customer and to all the parties liable 
on the bill 

In respect of promissory notes and cheques the banker should also take 
necessary precautions narrated above 

NOTING OF DISHONOURED INSTRUMENT 

The holder of tbe dishonoured instrumcot, intending to proceed conven 
teat!)' agsiost tkc pswofif lislric riersoff skoufd Sest sead /{ottce of d/shoooar 
m the aforesaid manner aad then get (he fact of dishonour authenticated by 
‘Noting’ 

‘Noting’ is the method whereby a notary public verifies the fact of 
dishonour of the instrument Sheldon says *Ne>iing is a laiaute made hy the 
Notary Public on a disbonnured bill or on a slip of paper affixed to the bill 
In the Indian context noting is often resorted to when either bills or 
promissory notes are dishonoured According to Section 99 of the Negotiable 
Instruments Act 

‘When a promissory note or bill of exchange has been dishonoured by 

non acceptance or non payment, the bolder may cause such dishonour to 

be noted by a Notary Public upon the instrument, or upon a paper 

attached thereto, or partly upon each ’ 


» Drover and Bosley, op cU,90 
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Noting h not compulsory in cnse of inland bills or promissory notes 
Howcwr, foreign bills must be notctj and protested if the laws of the land, 
where they ore dnwn, reijuirr so 

Notary Publis. function in almost all big cities nnd towns The powers 
and duties of a’Notary* are contained m and goxerned by the Aurnr/es Act 
1952 According to Sanjisa Rio A Notary, being a person conversant iti 
such trinsiictions is (juatilicd to direst the holder to pursue the pnvper 
conduct m presenting the bill, and may upon a Inal be a convenient witness 
of the presentment nnd dishonour 

PROetDURG OF NOTING 

When a dishonoured bill or n note U to be noted, it should be taken to 
the Notary Public, who will represent it for acceptance or for payment, as the 
case may be If the dr iwcc or occepior or maker still rcftiscs lo accept or pay 
the instrument the Notary Public makes a noting of this fact on the dis¬ 
honoured instrument or on a slip of paper adiaed to it 

The contents of’noting’ should be m aaordince witli Section 99 whiwh 
lays down 

'Such note must specify the date of dishonour the reason if any 

assigned for such dishonour, or, it the instrument has not been cspressly 

dishonoured, the reason why the holder mats it as dishonoured, and the 

Notary's charges' 

Thus, the ’Noting* must contain the due of dislionour, cause of 
dishonour, the basis on wlucli the holder trvjis it dishonoured, (if there is no 
specilic cause), Noting charges, and initials of the Notary Public 

ADVAVrAOrS OF NOtlSO 

’Noting* of a dishonoured bill promissory note or hundi is not necessary 
byliw It depends upon the holder whether to get )i noted or not I ven 
without noting the holder c-in make all other parties lubtc on the bill by 
simply giving notice of dishonour Thus ‘Noiim* is meant for the convenience 
of the holder and its advantages are 

1 rr(H'fp/prfSf’ntmcntcf'ti$ili<>nour ’Noting* provides a proof that 
the instruiuciU was presented for aaxptanc'c or for payment and that it was 
dishonoured In case of any dispute, reference may be made lo the re ister or 
protest book reserved in the Not iry’s Oflice 

2 ■! Cop\ o/Ai»tine Ifatanylimc the slipconlainini, Notary’s remarks 
IS lost, a copy of it may be obtained from the Notary's OHice 

3 An I ssenttil ritpilrtriient fsfr ihf rrotesi Protest of a dishonoured 
instrument cannot be made unless it is htst ‘Noted If‘Noting’is done 
within the time allowed by the 1 iw, protest may be made at some other time 
(Section 104-A) 

4 Artplanct fi'r honour When an inslrumciil is dishonoured, its 
aeveptanre for honour 11 pssssiMc only when its noting ii d sn so lH.it the 
‘Acceptor for honour* could prove that he had lo aceept it to lavc the muru 
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mcnt from dishonour (Section 108) 

5 Pa)nicni for honotir When a bill of exchange has been noted for 
non payment, jl may be pud for honour, otherwise payment for honour is 
not possible (Seclion 113) 

6 Homs ho! becomr cusMmty Noting of duhonoured instrument! 
has become customary among the business and banbing circles la absence 
of a ■Noling', it is snspccted that the holder might bare made some mislate 
in prcscnimcnl of the inilmment nitil Ibal there sas no acloal dishonour 

PROTEST 

‘Protest* IS a step ahead of 'noting* It alTords a better evidence for tbe 
dishonoured instrument which has earlier been ‘Noted’ by the Notary 
According to Sheldon.' protest is a formal document bearing the notarial seal 
and attesting the fact that the bill has been dishonoured 

In India protest is defined in Section 100 of the Negotiable Instruments Act 
as 'When a promissory note or bill of exchange has been dishonoured by 
non acceptance or non payment the holder may within a reasonable 
time, cause such dishonour to be noted and certified by a Notary Public 
Such certificate is called a protest ’ 

Thus, the underlying features of a ‘Protest’ are 
1 Protest may be caused after Noting ofa dishonoured instrument has 
been made Protest is not compulsory by law 
3 The bolder may cause a protestor may not cause it Noting need 
not immediately be followed by ‘Protest’ It may be caused after 
an interval 

3 Protest may be caused on promissory notes and bills only Gieques 
are beyond its purview 

A The Notary has tn put his seal and sign it 

5 Foreign bills of exchange most be compulsorily protested when law 
of the place where They are drawn so requires (Section 104; 
d W'ien the acceptor of a 6iff becomes insofvent or fie suspends 
payment before the maturity of tbe bill, the holder may cause a 
Notary Public to demand better security of the acceptor and on its 
being refused may cause such facts to be noted and certified Such 
certificate is called a ‘Protest for Better Security ’ (Section 100) 

7 A ‘Notice of Protest must be given by the Notary Public in cases 
where protest is required by law ‘Noliceof Protest’ must be given 
instead of Notice of Dishonour (Section 102) 

COKTEtm? OH PROTEST 

Section lOI requires that the Protest issued under Section 100 must 
contam the following particulars OmtssioQ of any one or more of them will 
render the protest invalid 

1 Either the instrument itself or a literal transcript of the instrument 


Ibid, Drover and Bosley, 90 
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2 The name of the person for whom and against whom the instrument 
has been protested 

3 A statement that payment, or acceptance for better security, as the 
case may be, has been demanded of such person by the Notary 
Public, the terms of his answer, if any, or a statement that be gave 
no answer or that he could not be found 

4 The time nnd place of dishonour 

5 Signature of the Notary Public 

6 In the event of an acceptance for honour or of a payment, the name 
of the person by whom, and the manner in which, such acceptance 
or payment was offered and cITected 

The Notary Public should put his seal under his signatures and get the 
protest witnessed by two persons 


SPECIMEN 

PROTEST OF A DILL FOR NON-ACCEPTANCE 

On this the 27th day of January one thouKSod nme hundred and Eighty 
Four at the request of Amarjeet Singh of Calcutta merchant and holder of 
the original bill of exchange, a true copy of which is hereto annexed, 1, P C 
Sanerjeeofthe said city. Notary Public, duly authorised admitted and sworn, 
did produce and exhibit (he said original bill of exchange to Duta Singh on 
whom It was drawn at (his address) for his acceptance, and demanded 
acceptance thereof to which he replied that it would not be accepted at 
present (or the answer given) Wherefor I the said Notary, at the request 
aforesaid did protest and by these presents do solemnly protest against the 
drawer of the said bill of exchange and all other parties thereto, and all others 
whom It does or may concern or exchange, re exchange and all costs, 
damages, charges and interest already incurred and to be hereafter incurred 
by reason of the non acceptance of the said bill of exchange Thus, done and 
protested at Calcutta m the presence of Ram Chander and Mohan Lai 
Witnesses 

Dated the 27th day of January, one thousand nine hundred and Eighty 
Four I 

Which I attest 
P C Danerjec 
Notary Public 
(SnAL)v> 

(Signed) Witness Ram Chander 
„ Witness Mohan Lai 

ADVANTAGES OF rsOir^T 

Though 'Prolesl* has the same advantages as the 'Noting , yet there are 
some additional advantages too, aHTorded by the protest * 

I In a suit upon a dishonoured instrument, the court shall recognise it 
as a proof of protest (Section 119) 
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2 If the ongiQal certificate iS lost, a copy of protest can be obtained 
easily 

3 la case of foreign bills, protest is compulsory if such protest is 
required by the Jaw of the place where they are drawn 

4 A holder may protest a bill for better security, while nolmg done 
cannot be availed of m this respect 

5 Where a notice of proiesl is given, notice of dishonour is not 
required 

COMPENSATION ON DISHONOURED INSTRUMENTS 

When a negotiable instrument is dishonoured, the compensation payable 
to holder or endorsee, by the parties liable on the instrument shall be deter* 
mined m accordance with the rules laid down in Section 117 of the Negotiable 
Instruments Act 

1 The holder IS entitled to the amount due upon the instrument, to¬ 
gether with the expenses propeily incurred in presenting, noting and 
protesting it (Scetion 117 (a)] 

2 Wheo the person charged resides at a place different from that at 
which the instrument was payable, (he holder is entitled to receive 
such sum at the current rale of exchange between tbe two places 

[Section IJ7fb)J 

3 An endorser, being liable, has paid the amount due on the same is 
entitled to the amount so paid, mtenst at the rate of 6% per annum 
from the date of payment until realisation, and all expenses caused 
by the dishonour and payment (Section 117 (c)] 

4 When the person charged and such endorser reside at diFTerent 
places, the endorser ts entitled to receive such sum at the current 
rate of exchange between (he two places [Section 117 (d)l 

5 The party entitled to compensation may draw a bill upon the party 
liable, payable at sight or on demand, for the amount due to him 
together with all expenses properly incurred by him Such bill 
must be accompanied by the instrument dishonoured and the protest 
thereof, if any 

If such a bill IS dishonoured again, the party dishonouring the same 
IS liable to make con^nsation thereof in the same manner as m the 
case of the original bill [Section 117 (e)] 

Tbe rate of interest will remain 6% even if a higher rate is mentioned m 
the bill or note Tlie endorser ciinnot charge cost of the case brought by tlie 
holder against bun on the instruiuent, unless a special contract exists to this 
effect 

ACCEPTANCE AND PAYMENT FOR HONOUR AND DRAWEE 
IN CASE OF NEED 


ACCEPTANCE FOR HONOUR 

1, Conditions This term is specially rdated to bills which have been 
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dishonoured Ibr non acceptance by the drawee A person can act as an 
acceptor for honour by fulfilling certain essential conditions as laid down by 
Section 108 Accordingly ‘when a bill of exchange has been noted or pro¬ 
tested for non acceptance or for better security, any person not being a party 
already liable thereon may, with the consent of the holder, by writing on the 
bill, accept (he same for the honour of any party thereto ' 

Thus, if (he holder does not hke, any extraneous person cannot act as 
an ‘Acceptor for honour ’ Such acceptance must be given before the 
matunty of the bill Acceptance must be for the whole bill, it cannot be for 
the part amount 

2 Procedure for acceptance A person desiring to accept for honour 
must, by writing on the bill under his hand, declare that he accepts under 
pretest the protested bill for the honour of the drawer or of a particular 
endorser whom he names, or generally for honour (Section 109) 

Where the acceptance docs not express for whose honour it is made, it 
shall be deemed to be made for the honour of the drawer (Section 110) 

3 Rights and Liabilities of acceptor for honour As regards rights, an 
acceptor for honour stands in the shoes of the party for whose honour he 
accepts, but as regards liabilities he is m a better position than an ordinary 
acceptor 

A person acting as an acceptor for honour is entitled to recover amounts 
of loss or damage sustained by him In consequence of such acceptance, from 
the person for whose honour he accepts and from all the prior parties 

An acceptor for honour binds himself to all parlies subsequent to the 
party for whose honour he accepts 

The liability of an acceptor for honour shall arise, if the following 
conditions have been fulfilled 

1 The bill IS presented to the drawee for payment at matunty 

2 If It IS dishonoured, iC must be noted or protested for non payment 

(Section 112) 

3 The bill is presented or fonvarded for presentment to the acceptor 
for honour not later than the day next after the day of its matunty 

(Section Ml) 

PAYMENT FOR HONOUR 

himself creditor of another person by paying debts of the latter voluntanly 
But the Negotiable rnstruments Act provides some exception to this general 
rule According to Section 113 

•When a bill of exchange has been noted or protested for non payment, 
any person may pay the same, provided that the person so paying or his 
agent in that behalf has previously declared before a Notary Public the party 
for whose honour he pays, and that sudi declaration has been recorded by 
such Notary Public.’ 

Thus, all these conditions must be fulfilled for making payment for 
honour It is not necessary that the payment for honour should be made 
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onJy when such request comes from the party for whose honour it is paid 
Payment may be made by any pwson whether liable as a party to the bill 
or not 

2 Right cf Payer for Honour A payer for honour is entitled to all the 
rights of the bolder of the bill and may recover from the party, for whose 
honour be pays all sums to be paid, interest on sums so paid and the expenses 
incurred in making such paymeoi (Section 114) 

Tfie Drawee tn case of Need Normally, a bill is said to be dishonoured 
for non acceptance when the drawee of the bill makes default in its acceptance 
However, either the drawee himself or any endorser may insert in the bill 
name of any person to act as drawee to case of need (Section 7) In such 
case dishonour by non acc^tanee will be automatically postponed until the 
bill IS present to the drawee in case of need According to Section II5: 
‘Where a drawee in case of need is named in a bill of exchange, or many 
endorsement thereon, the bill is not dishonoured until it has been dis¬ 
honoured by such drawee * 

There are no conditions for a person acting as a drance la case of need 
He may accept and pay the bi/l without its previous protest (Section 117) 
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SOURCES AND EMPLOYMENT OF 
BANK FUNDS 


As bankers nrc imporlant financial intermediaries, they have to maintain 
a balance between inflow and outflow of the finances No banker could 
survive by depending only on one of these factors and sidetracking the other 
In fact the size of a banker is determined invariably by the quantity of funds 
It handles If the difference between inflows and outflows is too wide it will 
be an indication of either the financial stringency or the under>uttIisatton of 
funds This financial exercise has to be managed within the framework of the 
laws and regufations governing banks and the policy of the Dank's manage¬ 
ment While the inflow of funds is not subjected to legal constraints, m the 
employment of funds a banker has to confront with statutory provisions 
like reserve requirements, credit deposit ratios and lending to vulnerable seg¬ 
ments of the society Such constraints arc placed by the government to 
strengthen the financial soundness of banks and to fulfil certain social objec 
lives These constraints might sometimes reduce the profitability of banks in 
one sector and, if so, this position has to be counterbalanced by investing 
funds in other constraint-free sectors In other words, a banker’s skill is put 
to test in maintaining a balance between sources and uses of funds m face of a 
stiff competition by his fellow bankers and the constraints put forward by the 
Government and the monetary authorities of country concerned 

SOURCES OF H\NK FUSOS 

A banker has to find out resources at its command before thinking to 
employ funds Like all other business establishments sources of funds play 
an important role in strengthening a bank’s position in employing funds in 
lucratise inscstments A bank can exploit several sources, both close and 
distant, m collecting Its funds There should be a proper mix of all types of 
sources ‘ The follow ing chart presents a bird’s eye view of a bank’s different 
sources of funds : 

1. OWNED FUNDS 

Owned funds of a bank com funds contributed cither by its shareholders 
or accumuhted services out of its past eammgs Danis always prefer to rely 

• The pooled fuads spproach or ohialainf fund* from *h»l»o<'«f tourcei ariilable 
U an outdated eoDccpi now 
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against gross profits of the company Specific reserves may be made for bad 

and doubtful debts dcprcaation on plant and machinery or advertisement or 

for any other special purpose 

In order to stop the decline in ibe ratio of ‘Owned Funds’ to dcpotus 
(which came down from 8 7% in 1951 to 4 8% in 1961), the Government of 

India brought an amendment m the Banking Regulation Act m 1962 Accor* 
dmgly, Section 17 of this Act now requires every banting company to 
transfer 20 per cent of its profits after taxation to reserves The purpose of 
this amendment was to keep to the mintnium the ratio of owned fundi to 
total deposits to 6 percent 

(3) C/ndufribu/eJ profits If a banker has accumulated portions of 
undistributed profits over a number of years it may use them m times of 
contingencies The nature of such undistributed profits is just like ‘Ecneral 
reserves ’ 

BORROWED riTNOX 

Dankscannot carry on business with their own funds alone These need 
to be supplemented by borrowings from the public or elsewhere Its lending 
programmes to priority sectors of the society and business and trade circles 
cannot be well implemented unless its owned funds are supported by deposits 
from public and refinan-mg from some financial institutions Borrowed funds 
are obtained by bankers from the following sources 

1 Pubhc deposut This is the most important single source of banks 
for raising funds All sorts of depositors small or large, are entertained by 
bankers to open current, savings, recurring term deposit accounts, etc A 
good banker effectively mobilises savings of the community through different 
saving schemes The intense competition among banks for obtaining public 
deposits has resulted into innovative techmqu-s and varieties of accounts for 
the depositors Banks prefer time deposits lo demand deposits but no banker 
can afford lo lose one sort of deposits at the cost of othen In India public 
deposits account for about 92 per c-nt of the total resources of banks 

2 Son deposit Sources of Bank Funds When public deposit and its own 
funds arc not sufficient to meet Its business needs the banker resorts loan 
array of non deposit sources mentioned below Non d'posil sources entail 
a higher cost as compared to that of public deposits However interest 
payable on borrowings from the RBI and on funds obtained from lefinaccing 
institutions IS reasonable 

(i) Borro'dngs from \fajor Financial Institutions Banks can approach 
the uodemoted financial institutions in the hour of need The last four of the 
list act as refinancing institutions 

(o) Fellow commercial banks 

(6) Li fc Iniurance Corporation of India 

(c) Unit Trust of India 

(d) Export Credit Guarantee Corporation of India 

(e) Industrial Development Bank of India 

(/) State Finance Corporations 

(g) Agriculture RcOnance Development Corporatwa 
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(ii) BoTTOMirzs from the Money -Vortrt Funiis can also bs obtained by 
banlers b) selling bonds, debrntores, cash cwiircaies or bills of esdiange m 
the money marlet of the country 

(ill) Bjrro«ir?i/rom f)-? ilwerrp Bjnl o/fefia. Since the Rcsrrrt Bani 
or India IS a central binkine msUtuiion, it acts as the lender of last resort 
for Its njember banks who C3ti approach it for 5hort4enn loans m the bc^ 
season when the demand for bank credit far cxce-ds the rcsonices of the 
bankiDg ■sector In India there are two credit <.easons. The‘bu'y season’ 
coven both the Khanf and Kabi crops and the finannal rcquimnenls cf the 
farmers, till the produce reaches consumptior centres, are met by the bantinr 
sector The baninng sector in turn is refinanced by the Re^rs’c Bank. 
During ‘Oad season’ (>Joi ember lo Apnl) liaaDCial mjuircmeTiU of the 
agricultural sector comes to a low ebb and the funds lent against «icasonel 
commodities are retumed bad to the baoLcfs' coffers and then to the curr- 
cnc) chests of the Resene Dank Interest rates dunne ‘slack season* arc com* 
paratn el> Jow because the supply of funds far erceedt the demand for them. 

E^fPtJOY^^ENT OF FUNDS 

Banks ha>c lo emploi funds eSecuiely Eoplcjment of fimds laiolvei 
the qjcstion of 'Liquidity' Since most of the funds wjih banks are obtained 
from deposits lodged bj thspjblic, it tstbe banker sdut> to leep himsetfread) 
to pa> back the deposits on demand b> tbecnsiosen and or he should jay 
interest ns and w hen the) become due. Banks have an obSeation to pas 
cheques—wiihdmwals of the customers as and when presented to them on 
counters or through Bankers’ Qeanog Houses Such deposits and payments 
constitute ‘demand Iiabilitj' of banks. The accounts under recnirins and tom 
deposits intoli'c‘lime IiabiLty’ofbankssince the depositor can dtmandhis 
funds back after stipulated iDter\'sls. The greater the Hquidit}, the hi^w the 
depositors’ confidence m the concerned bank. Moreoi», hqmfliTy may be 
needed to provide funds lo meet net dctliocs in depoals and on the other 
hand liquidity inaj be needed to hate funds available to meet increases m 
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loans when they arc rising faster than deposits ‘ It is impossible to establish 
a liquidity rntio common to nil banks Not only liquidity of funds but also 
the profitability in employment of banking funds help a binklng company to 
strengthen its financial viability Without profitibility, any bank, be it in 
private or public sector, cannot justify its existence It is, therefore, incum- 
bent upon o hanker to strike a balance betiseen liquidity and profitability of 
funds The avoidance of any of these factors or a bank s extra attachment 
to any of these f iciors might bring serious consequences lo the bank itself as 
SNCll os to the community and country as a nhole 

It IS not necessary that a banker should employ fifty fifty funds to 
liquidity as well as profitability In fact, there is nn inter relationship between 
these two and therefore some of the assets might purely be either for liquidity 
or for profitability while some other assets might fulfil both of these objectives 
simultaneously hut with difTercnt degrees A combination might exist of 
liquid and non-carning assets or of scmi liquid ond semi earning assets or of 
non liquid but earning assets or of scmi-liquid non earning assets Let us 
discuss here employment of funds for liquidity and profitability separately 

LIQUID ASSETS 

Bankers have to maintain liquidity of funds in order to win public 
confidence The law regulating .bankers has also made it obligatory upon 
bankers to maintain liquidity m order to safeguard the depositors’ interests 
Liquidity IS another name of a banks readiness to pay cash as and when 
demanded by customers If any asset reduces the degree of readiness lo pay 
cash or arrangement of cash takes time, then such asset would be called a 
semi liquid asset Bankers may not need’Liquidity if the receipts and pay> 
ments match every day or the maturing assets provide funds for the maturing 
liabilities or both fall due on the same sch dulc or the deposits from the 
public grow at a steady rale and the demand liabilities could be predictable 
and be met by the deposit growth In fact, receipts and payments cannot be 
matched deliberately or coincidcntly and, therefore, ns an alicrnativc, bankers 
have to keep in readiness ceriam quick assets, as mentioned hereunder 

1 Cash Balances or Gish Bescr\es Cash balances in the bank’s own 
vaults at Its Head Office or branches provide the top most ’liquidity’ to the 
banker Since maintenance of such balances helps keep the solvency of the 
bawh, vVvscaUed finthMofd fence' ThftdcnxaniloCcuxtQtxifttxCat pavtnftali 
could be easily met by the funds ready with the branch itself where such a 
demand ts made However, funds with other branches situated in distant 
places might require a longer time for (heir collection and to that extent of 
delay, they lose the liquidity of the first line of defence 

While deciding alwut the quantum of balances to be retained by the 
Bank in cash, the manager or the management should exercise a good degree 
of carefulness, farsightedness and prudence Because retention of cash balances 
in excess of requirements would make (he liquidity idle and non-camms and 
the banker would be a tirget of harsh crilMsm by those who are equity- 
»Cohen and llsmoier, A^ljncol MeiSiiJi tit RMh/ Rkhard D Ifwio tnc. 

USA, iw. y> 
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liolders of !he banl Again, iT the cash balances are far less than the actual 
requirements, the banl^cr would Ejc losing public confidence and a financial 
cnsis, which IS the Bank’s own making, would brew up Tbe cash balances 
of commeraal banks ID band and wiih Reserve Bank and wjih other banks 
sharply rose from Rs 1S0 07 crorts in 1961 to Rs 5502crorcsin 198! and 
Rs 6126 by the end of June 1983, the percentage to total deposits being 9 87, 
2 5 and 11 4 respectively 

The quantum of cash balances should be determin'd b> the foUowing 
factors 

1 Gro^^ihofbankwghabu Tbe dev elopmeoi of bantiDg habit of the 
people can reduce the quantum of cash balances to be retained b,\ banks 
Exchange and acceptance of cheques lo day to day dealings by the people and 
opening of more and more bank accounts would result m lesser cash payments 
and simple transfer entries would settle the transactions People m deve* 
loped countries like USA, UK, and France are much accustomed to cb*que 
facilities in comparisoD ro their counier pans in developing countries like 
India, Burma and Sn Lanka etc 

2 A'flfure and tize of deposit accounts A banker need not maintain 
cash balances throughout for the term deposit accounts because such deposits 
have a fixed maturity period Even on maturity some of ibe deposits are 
renewed by customers la case of satmgs accounts too bankers do not need 
mauitain heavy cash reserves since withdrawals by such account holders aur 
limited to a ceruio extent The ease w ilh current accounts u Mce versa 
Bankers have to keep a good chunk of liquidity for meeting demand liabilities 
of such account holders since a number of withdrawals may be made ev ea in 
a Single day and bankers have to respond to »c Thus, the nature of accounts 
can dcterininc the quantum of cash balances lo be jmaiotained by the banker 

Banks should also keep in view the sire of accounts A large nuaiber of 
small accounts have less probabilities of frequ-nt withdrawals ofdeposiis 
while a small number of large accounts causes withdrawals of money at once 
or more frequently In the former case, a small amount of cash balances can 
3o but in the latter case big balance ol cash is required lo be maintamsS 

3 feature of account holdirs Jf the jnajonly of account holders are 
businessmen, traders, industrialists or speculators, the frequency of withdra 
wals will be higher and the banks will have to keep greater amount of cash 
balances On the contrary, if the majority of customers represent profes¬ 
sionals or service class people like doctors, engineers, teachers, military per¬ 
sonnel or clerks, the bank will have lo keep comparatively low cash balance 

4 Geographical and seasonal factors Banks operating in big towns or 
m cities w ill have to keep greater cash balances as compared to those operating 
m mofussil areas In mofussil areas too the seasonal factors will determine 
the quantum of cash balances to be maintained by banks In the *bu$y 
season’, when the farmers require funds for sowing and growing crops, the 
bank should retain high cash balance However, m the slack season the 
demand of funds by farmers is reduced since ihe sale proceeds of hanested 
crops increase liquidity w itb them and hence Ihe banks can do w ith small cash 
balances 
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5 Refwmms facilities Greater the rermancing facililies, the letter the 
qaantumorcathbalancei to be maintained by banks If the loans and 
advances given by banks belong to pnoiity seetoi oi scetois already announ¬ 
ced by the Reserve Dank or other financial institutions like Industrial Develop¬ 
ment Bank of India or export Credit Guarantee Corporation of India, he 
lending operations will be refinanced by such inslilulions and hence the 

banks of cash balances can he reduced to that extent 

6 Clearms Houses If a network of the Bankers Clcanng Homes is 
established in the country, clcanng of cheques would be easier and take less 
time the banks won't need maintain large cash balances However, if the 

functioning of Clearing Houses ,s blocked by frequent strikes by their slalf, 
the time lag of clearing of cheques woutd increase and within this lu"''»8 

banks will Lve to keep higher cash balances In developing countries, which 
drnot have a network of Clearing Houses customers oblain delay ed paymertts 
of their cheques and this, in torn discourages the use of cheques by the public 

rarer re fad from one branch of a bank to another branch can reduce the 

unit banking system requites 
hieher ouantum of cash balances than the branch banking system because the 
mamfer of finds from one branch to another branch is easier than inter bank 

"'°fcLtaa,ll,rae,leesofMlo« hankers If fellow 
.nme nlace or town have been maintaining a good quantum of cash balances, 
«er cash balances by some of the banks can also sullice because cash funds 
ernes hd* obtaincil from fellow biniers 

,0 s/ariiroryProiisfonr Ifthelaw regulating banking business reqnirm 
highlr cash balances to be matntained by banks, the provision should be 
followed effectively and without pretence 

””"ankl tave to maintain statutory reserves of two types namely, (') Cash 
ReseHeLtio and (li) Statutory Liquidity Ratio Let us look to dilTerent 

provisions relating to 'b'™ scheduled bank is requited to 

‘ 1 ' ’ ofSemmn «G ) of the Reserve Bank of India Act, tP'd 

follow the provision a part of ns funds in maintaining a 

Accordingly, each bank has tq empi y^^p bank is 

statutory cas CRR (with itself and not with the RBI) under 

also required irccotation Act, 1949 Such reserve should be mam 

Section ISof the Hanking g aggregate demand and time liabilities of 

tamed »''b'Rm » aM cm^wered to enhance this minimum 
the respective ban ^ average balance held by the bank 

limit of 'b' /^'''VJ'T,RiervcBankot with itself at the close of the 

concerned enhervvi h th ^ ^ reserve 

mqmmmenV •Jiobu™ “f 'b" 
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bank a»racts penalties and maintenance of resen'fs in excess of these limits 
may fetch interest It should be noted that in order to aioid risk of laotmag 
penalties member banks have always preferred to maintain statutory cash 
reserves in excess of the mimmum limits rather than to remain on margins 
Balances held with the RBI in excess of the laioimum requirements serve as 
a source of liquidity to the member bank since ibis excess can be njthdrawa 
at any time The RBI has at times increased the rates of cash reserve rauo 
(CRR) as tool to regulate, the country's total credit The changes m CRR 
have been as follov-s 


Upto May 30. 1973 

3% 

Upto July 31, 1973 

5 % 

From September 8, 1973 

<■% 

From September 22, 1973 

3 % 

From June 29, 1974 

5 % 

From December 14,1974 

45 % 

From September 4, 1976 

5 % 

From November 13, 1976 

6 % 

From February 22, J98| 

6SX 

From June 30, 1982 

3 % 

From May 28, 1983 

7 5 % 

From July 30, 1983 

8 % 

From August 1983 

8 5 % 

From February 9,1984 

9% 


2 Statutory Liquidity Ratio (SLR) The purpose of SLR is to 
maiQtaia liquidity within the bank, itself and not with tbe RBI as happens in 
the CRR It is meant to supplement banks* own liquidity resources lest a 
bank should not care to maintain proper cash balances with itself Section 24 
of tbe Banking Regulation Act, 1949 rctiuires every banking company to 
maintain a minimum of 20% of its total demand and time liabilities at tbe 
close of business on each day in India Tbis minimum of liquidity should be 
maintained m (he form of cash, gold, uncncuiDbered approved securities or 
balances in current account with other banks The RBI is empowered to 
raise the SLR m order to restnet (be infiatiosary impact of tbe banking credit 
Accordingly, this ratio was raised to 25% in September 1962,30% id November 
1972. 33% m June 1974, 34% lo December 1978. 34 5% in September 1981, 
35% iQ October 1981, 35 5% on 28lli July 1983 and 36% on 1 September 
1983 

Banks which do not fulfil SLR and CRR limits have to face interest rate 
penalties With effect from March 30, 1979, Banks which did not maintain 
tbe SLR or defaulted m respect of stipulated reserve ratios, access to refinance 
or rediscounting facilities nere refused tdl such deficiencies were made good. 

Now the combined CRR and SLR amount to 42% of the total demand 
and time liabilities of each bank, SLR plays the dual role for the member 
banks as it is both a‘source of funds* and an‘applicaiion of funds’for the 
same bank SLR is more favourable than the CRR because tbe funds under the 
former remain with the bank itself while under CRR the funds remain in the 
custody of the Reserve Bank of India or its aothonsed agent 
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3 SaJances n/f/i Other Banks Scheduled banks may mamtam their 
cash balances m current accounts with other banks and such deposits will be 
included white counting the Statutory Liquidity Ratio (35% currently) of the 
concerned bank The non scheduled banks arc also required under Section 
J8 of the Banking Regulation Act, 1949 to miintaia at least 3% (presently 
8%) CRR with themselves or m current accounts with the Reserve Dank, 
Slate Bank or its subsidiaries or partly with themselves and partly with these 
banks 

4 Money-at Call and Short Notice Danks which have a flush of funds on 
a particular day or for a very short period can utilise it by (ending this surplus 
to such other banks, who are short of funds for a short period not exceeding 
7 days or who need overnight funds because of clearing delays and other 
short term factors Such inter bank lendings have developed into the Call 
Money Market and the sensitivity of the market is reflected m the rale of 
interest on the call loans In order to avoid too many fluctuations in interest 
rates on call loans, the Indian Banks* Association has intervened in this 
respect and flxed a ceiling on the rates This ceiling was (Z 5% in March, 
1976, 10% in June 1977, 8 5% in March 1978, 10% m July 1979 and again 
10% in April 1980 The recent hike in the ceiling has been made in order 
to ease the availability of funds in the market Quite for a long time the 
banks had been experiencing hardships m getting funds from call money 
market The other financial institutions had been investing their funds 
through Participation Certificates (PCs) which bear an interest rate of 10% 
Hbile the call money market rate uas S 5% Money s( call and short notice 
IS equally good for utilization of funds as well as source of fund> for banking 
institutions 

5 Parileipation Cerii/icates (PCs) In recent times commercial banks 
have been issuing and exchanging Participation Certificates at on increasing 
rate The Participation Ccriificates or PCs’, ns commonly known, have 
made easy the inter bank flow of funds ‘A Participation Certificate is an 
instrument whereby a banker can transfer, a part nr all of a loan given by it 
to the borrower, to other banks or specified financial institutions having 
surplus funds ’ The period of maturity of these certificates is not less than 30 
days and more than 180 days * The restriction of period of maturity is not 
applicable to commercial banks 

The scheme of Participation Certificates was found advantageous to 
both banks and financial institutions Through PCs banks used to meet 
expeditiously some urgent unforeseen demand for funds from their clients 
(borrowers) and the cost of raising such funds was cheaper than raising funds 
from the Call Money Market, because PCs were not subject to SLR or CRR 
provisions Banks began to have sizeabfe recourse to PCs on a continuing 
basis which posed serious problem for credit planning and control The PCs 
were treated by issuing banks as contingent liability and the amount was 
deducted by ihcm from the figure ofthcir total advances The banks purchas* 
mg the PCs used to include It in (heir figure of total advances As a result, 

* More detsib on T C. Scheme can be icen in later chapters 
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the credit extended by baals through issue of PCs dtd not get reflected in the 
advances figure of banks and banks were thus able tocircum>cntthe Reserve 
Bank's instructions issued in Nos ember 1978 that the incremental non food 
gross CTcdit deposit ratio since December 1, 1978 should not exceed 40 per 
cent 

The Reserse Bank Governor m las circular letter dated March 15, 1979 
to all scheduled commercial banks pointed oat that while marginal recourse 
to PC facility was understandable and might etco be essential, any large use 
of soch extra-banking sector's resources tsas clearly inconsistent with the 
credit planning or credit control The Governor announced the proposal to 
set up a Working Group to examine the whole question of PCs In accordance 
with the announcement, the RBI set up in April 1979 e Working Group 
under the Chairmanship of W S Tambe, Executive Director, to retieiv 
the banks’ recourse to PCs and borronings in the Call Money kfarket 

The Working group had among other things, recommended that (he funds 
raised through PCs be brought under the purview of the Cash Reserve Ratio 
(CRR) and the Statutory Liquidity Ratio (SLR) requirements The Reserve 
Bank decided, to begin with, to initiate measures to discourage banks from 
excessive recourse to PCs At the same lime n was necessary to ensure that 
such action did not lead to large scale dislocation in the operations of books 
and also did not make it difficult for other financial instituttoas to shift to 
other monetary instrutrents nf short term lovestment The Bank decided to 
phase out tbe process of bringing the PCs under the SLR/CRR over a period 
of three months in stages,i as detailed below 

(1) With effect from the last Friday of July 1979, the outstanding PCs 
issued by banks would cease to be treated as contingent liabilities 
and were to be treated as deposits 

(2) The banks would phase the programme of bringing PCs under SLR/ 
CRR m the months of July. August and September 1979 

(3) Scheduled commercial banks shouM also maintain with the Reserve 
Bank an additional average daily balance, the amount of which 
should not be less than 10 per cent of any increase m PCs over ihc 
outstanding level as on the last Fnday of July 1979 

(4) As a result of treating the outstanding PCs as deposits, bank u ere 
instructed to report such deposits in tbe Weekly (now Fortnightly) 
Return under 'demand and time deposits from banks’ and ‘other 
demand and time liabilities’, depeoding upon whether the PCs are 
issued to banks or other financial institutions Further, the amount 
of PCs issued should not he dedueied from the figure of total 
advances as was the practice earlier The banks purchasing the PCs 
should not include the amount of such certificates in the total 
advances but are required to show it under advances to banks, i e, 
due from banks 

(5) Wifh effect from|lhe last Fnday of July 1979 the deposits arising from 
the issue of PCs (PC-deposits) would be exempt from the purview of 

»Vide RBI s CucuUr No DBOD Dit B C 92/c, dated June 21.1979.475-79 
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the Reserve Bank’s directive on interest rates on deposits and the 
maximum rate of interest at which PCs can be issued v. ill continue 
to be 10 per cent per annum 

Thus, commercial banks invest or obtain funds through PCs If they 
invest they get it included in the head ‘loans and advances’and if they 
borrow, It proves a source of funds to them subject to reserve requirements 
under SLR/CRR The RBI has again advised banks to reduce reliance on 
PCs so as to keep their involvement m PCs to the minimum 

LEARNISO ASSETS 

After considering the factor of‘liquidity* in employment of funds, we 
come to the factor of ‘profitability’ No doubt, the ‘profitability’ is an 
indispensable factor in the field of banking even if some services are rendered 
purely or for service to society Without profitability, no bank can 
flourish, expand or develop to meet the needs While the factor of 
‘liquidity* bears a statutory tone, the factor ‘profitability' is purely a corollary 
of an active businessmanship ‘Profitability* strengthens a bank's viability 
and the liquidity of funds too Banks enn invest funds profitably in the 
following way 

INVESTMENTS 

The profitable use of banking funds can be made by investing 
them m secunties transacted at stock exchanges or in some other 
financial centres Commercnl banks generally invest in gilt edged or govern¬ 
ment securities Other preferable securities in sequence are {») semi govern¬ 
ment securities, (//) sharer, and (w) debentures State Bank of India is not 
authorised to invent in the shares of joint stock companies while its subsidanes 
can do so with the prior approval of the State Dank of India The percentage 
of investment to deposits has varied m the past few years It had come down 
from 41 2% in 196 J to 29 1% in 1970 but went up to 33% in 1977 and to 
34% m 1979 The percentage of investments has not improved considerably 
recently due to diversion offunds to advances made to priority and back-vvard 
sectors of the country 

A banker should be quite cautious m making investments lest he should 
lose both the profitability and liquidity of funds It is why the bankers 
ahvaj'S invest a fair perrenfage oftheir funds in Government and semi govern¬ 
ment secunties while their investment m shares and debentures of joint stock 
companies is quite meagre The bankco should tale the following precautions 
m investing their funds 

(1) Saf<t) It should be the top most consideration of the banker 
because he is dealing with the publtf funds, even if he invests some part of 
the capital and reserves, he is accountable to the public for bis acts and 
decisions He is not a speculator He should not invest funds in such 
securities which are likely to become a bad debt A high rate of return should 
not tempt the banker to overlook the safety of the funds Safety of the 
investment involves careful consideration of the companies'institutions whose 
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securities ore to Tsc purchased for employment of funds Secunties of private 
sector institutions are not as safe as that of Government institutions This is 
why most banls prefer to invest in government or semi government secunties 

(2) Liquidity or marketab!\ily The second most important factor to 
be kept in mind while investing funds is ‘liquidity’ If bankers cannot 
obtain cash funds by disposing of saiiifilies at the time of need, the high 
yielding securities might prove a death knell for them Liquidity also means 
that the security should be disposable without any loss at buying price and 
that it should not take much time in us disposal The secunties should be 
marketable ID bulk also Here again the government and scini government 
securities have all these properties, that is (hey are saleable m big lots without 
loss of value and time Securities like shares and debentures of industnal or 
trading companies do not possess that much liquidity and hence banks should 
invest IQ them only as a last resort 

(3) ProfiiiibtUty, innme or yield A banker should cesurethat his invest 
ments bring a fair return although he should not be very much after a high 
yield at the cost of safety and liquidity because that wonld endanger ibe 
bank’s economic viability Before investing, the banker should calcubte the 
yield on the security Several facton count m cafculalion of (he yield These 
are (i) Purchase price and market value at the time of Ibe purchase, (») the 
rate of interest or dividend. (»<) redemption value, and (n) deductions of taxes 
etc Income from a specificsecuny depends upon myieldjaiher than the rare 
of xnierest or amount ordiscouot or premium on the sun it bears on its face 
A security of Rs 100 bcanng a 8% interest rate would give different yield m 
different circumstances 

(o) When purchased at pat, the yield is 

i|gX 100-8% 

(b) When purchased at 5% discount, tbe yield is 
J- X 100=8 12% 

(f) When purchased at 3% premium. Ibe yield is 


103 


K100-7 76% 


(4) Price Sttibtfil) Since a banleris not a speculator and his primary 
aim of investing is not to avail of (be nse or fall m prices of the secunties, he 
should avoid investing in such spcuniies as are prone to wider price Ouciua 
tions Allhoagb, every secunty is not supposed to retain 100% stability 
constantly say during the span of a year or so but if the prices remain fluctuat 
ing heavily every day and that too downward, the banker won't be safe 

(5) Public Interest The banker should be mindful of public interest 
as well while making invcstmenL If investments are made in development 
projects, welfare acti\Uies or in nation btiiMiQg programmes tbe bank making 
such investments would be apprenaled by the public as well as the goveni 
merit But banks not participating inactivities of public interest would be 
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subjected lo undue crjticjsra and the goiernment would be constramedto 
nationalise such banks 

(6) Banking Lay\s and Regulations A banker should also keep m mind 
all the provisions of the law regulating business of banking For example, the 
Banking RffuJaijon Act 1949, requires a banking company under Section 24 
to maintain statutory liquid reserves at least to the level of 20% (now 35%) 
of Its aggregate deposit liabilities If a banker invests a higher proportion of 
Its funds and consequently the SLR is not maintained, the banker would be a 
defaulter under the Jaw A bankersbould also follow the provisions of Sections 
8, 9 and 18 of the aforesaid Act 

INVESTMENT IN SECURITIES 

We may classify different securities in which banks often invest their 
funds keeping m view the above precautions 

KINDS or SECURTTIES 


Covermnent Semi goveroment Public uiiluy Industrial 

Kcutiiiet lecuriues tecuriites (ecurilies 

I 

Public debts Treasury bills 
OOVCRNVIENT SCCURtTIK 

As already slated, a major portion of the investments by banks is effected 
m government securities Government securities are also called *gill*edged 
securities’ because they ire is good as gold and have high liquidity Some 
important factors, which weigh with commercial banks to invest more in these 
securities arc 

1 Safti) Government securities bear guarantees from the Central or 
State Governments in respect of repayment of basic amount and the interest 
thereon 

2 Slaluior) Reciuiremenis Since there is a statutory requirement undtr 
Section 24 of the D R Act, 1949, oU commercial banks have to maintain at 
feast 25% (now 35%) of their time and demand liabilities m cash, gold or 
unencumbered approved securities This ii in addition to what banks have to 
deposit in cash (7%) under CRR with the RBI Banks do not prefer to 
maintain their SLR cither m cash or gold because although it has liquidity, it 
does not have yield Banks’ investments in approved securities have both 
these qualities According to Sec 20 of the Indian Trusts Act, 18S2 ‘securities 
ofCentral Government. State CovTrnmcnts. municipal bodies, port trusts, 
urban improvement trusts etc arc approved securities ’ 

3 Rfcw/urio o/ Jic/J Although the yield from government 
securities is much low as compared to the corporate securities, jet it provides 
a regular )ield Every half >c 3 r interest is paid by the government on such 
securities 

4 Pflee Sral’ilit} Government secunlies are less prone to price fluctua 
lions as compared to other sccuntics sut.h ns ordinary and preference shares 
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of ihe corporate sector 

5 Short term Coverameot securities oftea bear a matunty of 5 years. 
Commercial baol.s prefer such short tenn mfcstcients because (i) they are 
easily markerable, (ii) they undergo less pnee fluctuations^ and (ijij bants can 
a\oid depreciation of )ield because of baot rate changes 

6 Uqindity or RBt AccommodaiKm These securities base high degree 
of liquidity They can he sold in market easily Besides the Resets e Bant 
rthnanccs member banks aeniost gosemment securities for a period not 
exceeding 90 days on the basis of Section 17 (4) (a) of the RBI Act, 1934 

7 Tex Exempuont Banks are also enutled to lax exemptions on the 
iQscstmcnts made in government or scum govemmenl steunbes 

INVESTMENT BY SCHEDULED COMMERCIAL BANKS IN INDIA 


[Rupees ii Crores) 


Kind of sccsnlies 

1970 71 

1975-76 

19S0-S) 

19S1-S2 

19S2-S3 

Govenunest leeurities* 

14)6 

3 3« 

9 975 

Jt 617 

13 UD 

Other appresed cecunties 

- 

1 396 

4 247 

5 328 

6426 


*Iocludios (reasury bills acd ereasuiy deposit receipts- 


rUfiUC DEBTS 

Whenever the Central Goiemmeot or Stale Goseromects fallsbortfo 
fhnds, they raise loans from the public repayable after the end of a certain 
period, generally 5 yean or tO years Such loans ere raised by issuing 
government bonds St par or at discount If the economy is underagnpof 
tugh inflationary trends and the govemiDect uants to take correctixe 
measures, it may sell bonds at comparatiiely higher interest ntes or at higher 
discounts 


MARKET BORROWINGS OF THE GOV ERNMENT OF INDIA 
AND TOE STATE COVER W-IENTS AND 
LOCAL AimtORITIES 

(Rnpfes in Crores) 


Description 

1980-81 

Central Goveninieiit 
State GoiemmeDts 
Local Authorities 


1931-82 

Centra! Govertunent 
State GovemmcDis 
Local Authoniies 


Gross OoTTOAiars 


2.870 
333 
I 161 
43&t 


3190 

306 

1601 

S29T 


Nfi Bcrrortiags 


2 605 
206 
999 

3 810 


2.903 

336 

U5S 

4497 
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treasury bills 

Commercial banks can also invest their short term surplus funds in 
Treasury Bills whose matunty does not exceed 91 days Such Treasury Bills 
are issued and sold by the Reserve Bank on behalf of the Central Government 
of India Every week the selling rates of these Bills are announced by the 
RBI Commercial banks buy such bills mostly in a slack season when they 
have a flush of funds These bills can be rediscounted with the Resene Bank in 
case the member bank is m need of funds Investments in Treasury Bills afford 
to banks benefits similar to those denved from the government securities 
Fmt, Treasury Bills are a short term imestmenf, secondly, they provide high 
liquidity, thirdly, these Bills give an yield of nearly 4% per annum, and 
fourthly, refinance from the RBf is available against Treasury Bilb However, 
commercial banks contribution to total sales ofTreasury bills m India is less 
than 40 per cent 

SALE OF GOVERNMENT TREASURY BILLS 


(Rupees JO Crom) 


Year* 

To Banks 

Total 

1970-71 

271 

9,286 

I9W-81 

35 900 

51619 

1982-83 

«1555 

73 1S4 


SEMI-COVERNMENT StCURtTIES 

Banking institutions can also invest their funds m semi government secu* 
rities like bonds and debentures of Port Trusts Urban Improvement Trusts 
and Municipalities etc Although, these give comparatively a lower yield, 
they arc quite safe m respect of payment as the institutions generally create 
sinking funds for this purpose These securities have a degree of liquidity and 
marketability too Such institutions own huge assets and are controlled and 
managed by efficient and highly qualified industrialists and technologists 
State governments also guirantcc loans taken by such institutions 

SECL'RtTJES OP rVSLIC UTILITY CO^lrANItS 

Securities of public utility companies like Eleclncity Boards, Indian 
Airlines, Water Supply Corporations, Dairy Corporations, State Road Trans 
port Corporations etc arc also as good as semi government securities Such 
corporate bodies are generally sponsored by the Government and since these 
institutions deal with very essential services for the community they nescrface 
'lower sales* or economic depression Their finances are always good The 
loans invited from the public are spent in the development or erpansion 
programmes of these institutions Such undertakings generally have a mono¬ 
poly in the supply of services to the community which ensures a sure selling 

1 Inchisinal securities The shares, stocks bonds or debentures of 
joint stock companies or corporate institutions engaged in industry and trade 
are called industrial securities Bankers should invest m the securities of 
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joint slock companies being transacted at the stock exchange fnarkets Allho* 
ugh these securities may give a higher yield but they arc not considered as 
safe as government securities They have restricted marketability and they 
are open to frequent price fluctuations Hotvcver, if bankers at all want to 
invest m such securities they should go in for preference shares or debentures 
hut not in ordinary shares 

2 Bvployment of funds mioans and adrances Granting of loans and 
advances to customers provides the most profitable avenue for erapJoymeat of 
banking funds, traders, bnsincssmen and industrial entrepreneurs benefit most 
from the lending programmes of banks While banks earn a good amount 
of interest on loans and advances and the terms and conditions of the loans 
are exclusively determined by them the leadings are not free from nsks 
First, loans and advances arc not safe unless adequately covered or secured 
by movable or immovable properties Secondly, these advances cannot be 
realised quickly in the hour of need Thirdly, banks have to remain very 
particular about ulilization of funds to the purpose they were lent FourtWy. 
if proper diversification of risks t$ not done, the profitability of banks mil 
also be effected Lendiog to a few big finns or concentrating leading business 
fo a few big cities or regions may affect the bank’s revenues in case there is 
sluggishness of deroaod m sectors of the economy financed by banks Due to 
these reasons banks should be quite cautious in making loans and advances 
to their customers We shall deal with it in detail in the next chapter 

3 Dtscouniv}^ and purchase of bills of exchmge Discounting and pur 
chase of bills is the second segment of’loansaod advances’ in the balance sheet 
of banks Discounting and purchase of bills are not two types of the bills 
business and we will discuss them separately 

Discounting When a bank takes a usance bill or term bill or promissory 
note maturing after a certain period of lime and he deducts an amount of 
interest therefrom for the period yet to elapse, and makes payment of the 
remaining amount, it is called ‘discounting’ The amount of interest and 
collection charges etc deducted in advance is called the ‘amount of discount’ 
Banks generally prefer to discount usance bills of 90 days’maturity on liqui 
dity grounds Discounting ofbills is quite different thza pledging ofbiUs 
While in the farmer case, the banker purely relies on the creditworthiness cf 
the parties involved ifl the mstminent, in rhe fatter case a bill is acquired as 
a security against a loan and the bill remains the property of the pledger 

Purchase of Bills Bills which do not have a period of matunty but are 
payable on demand ate called ‘demand bills’ Since a banker has not to wait 
upto a certain date for getting payment of such bills but is entitled to demand 
payment immediately on presentation of the bills to the drawees the banker 
makes an outright purchase of the bills rather than'discounting them Purchase 
of bills IS more appropriate m case of documentary bills because in such cases 
the banker not only becomes owner of the bills but he can also exercise bis 
right as a pledgee of the goods whose title deeds (Bills of lading, Bill of 
Entry, Marine Insurance Policy etc ) arc attached with the bill 

Adianrages The discounting and puichase of bills has become more 
common with the expansion of trade and industry Banks have several 
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advantages is employing their funds in these items First, the funds lent by 
banks are safe because either they get rights against the parties of the instru¬ 
ment or such rights are coupled with the title deeds of the property attached 
with the bill Secondly, there IS certainty of payment Banks get payment 
either on demand or on presentation of the bills oo maturity Thirdly, there 
IS stability of value While the value of goods whose title deeds arc attached 
with the bill may fluctuate downward, the value of bill remains as it is and the 
drawee and drawer are liable to pay the amount of the bill in full. Fourthly, 
It has a certainty of yield While discounting a bill the yield is obtained in 
advance Finally, refinance facilities are available from the Reserve Bank on 
the bills discounted by the member banks 

Banks m India do not have any encouragement m discounting purchase 
of bills because (i) the availability of trade bills is insufficient, (u) purchasers of 
goods do not like the financial discipline imposed upon them by the usance 
bills, and (in) usance bills attract a high rale of stamp duty. 
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PRINCIPLES OF BANK LENDING 


A major portion orbaskmg faads iscxnployrd in extending credit 
vanons segments of the society fiaols mobiJise public depo'i^ tfcroBch 
various attractire schemes and utilize such funds m providing loans and 
advances to lodustnalists, traders, agncultunsts and exporters, etc., oacompa 
rati\cl> lucrative rales The difference of interest rates in tJus give-and uVe 
helps banks to meet out their opcmiiooal expenses and earn profits. A 
sound national policj on baoLmg loans and advances can accelerate lodostttal 
and agricultural development of the country and thus enhance h'recoooimc 
Viability In developed and developing countries alike, central banks play an 
iicportant role by providing guidelines to lueniber banks for impIrmenUilioa 
of the national poliaes through contraction or expansion of Joans and odvao 
ees Besides, top Afanagemeat of eiery bank decides its on n policies, strate¬ 
gies and pnonties m the matter of extending loans A banker should beep 
m hismiodall such norms, traditional and non traditional, vbicb he u required 
to follow m giving loans He might deviate slighlly from tne non 
statutory norms in making decisions about the loans but be cannot deviate 
from thestatutor) conns, iihicb might invole penal aoioas under the banking 
or other relevant laws, and damage the reputation of his bank 

SORMS rOR GIVING LOANS AVO ADVASCD 

Anj haphazard lending might bnog a banker to doom Banks do not 
want to indulge in loans involving high risks becau'.e they nin their business 
by public moneys and it u tbcir prune duty to safeguard the interests of their 
AvrfV’ste'.vpisa'aasywaSc' jT/to .vrftfvVwd av k-.nAwg; 3 
should follow the norms discussed hercuodcr 

1 Jhiltnes ‘Safety First* should be the guiding prmaple for a lending 
banker A banker should sec that the funds lent are easily rcabsable Banks 
should not gel templed by high interest earning if safety is lacking. A borro¬ 
wer should possess 3 Cs that is character. caFC'iiy, and capUaL Lack of any 
one of these qualities might make (be loan irrecoverable If a borrower is 
conducting business on a big scale, has huge investments but is not honest m 
Tcpayiag the loan. It won’t be advisable for a banker to support such custo¬ 
mers In contrast, if a customer is qnite honest but is not capable to pay the 
Joan timely, the loan caonol be tensed as safe 

2 Seeunty Secunty « the safety net of banks The security of tangi¬ 
ble assets or collateral is on the lop of all other factors because bank lending 
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Would be realisable from the sccunty even if the borrower is dishonest, and 
lacks, capital or capacity Holden says, ‘Security for a proposed advance 
should normally be required even though the borrower's position appears to 
be sound, the appropriate time to obtain security is at the outset, when the 
loan IS being negotiated ’* Banks always keep proper margins over the 
value of the collateral Nationalised banks put greater emphasis on the 
character and capacity of the borrower while lending to the weaker sections 

3 Profiiahiliiy The factor of profitability cannot be totally sacrificed 
at (he altar of safety and liquidity Usually banks charge higher interest from 
the borrower than what they have to pay to the depositor so that operational 
expenses could be met out and a normal rate of profit is ensured A bank’s 
e/Tjciency is measured by the quantum ofprofit it cams Even the nationalised 
banks do care for ‘profitability’* This does not mean that banks should 
charge high interest rales, m fact, banks cannot charge interest rates accor¬ 
ding to their whims All interest tales are governed by xhe'Bank Rate' as 
decided by the Central Bank of the country The Policy of 'Differential 
Rates of Interest' and maximum and minimum ceilings of interest rates laid 
down by the Central Bank further binds bankers in charging rates of interest 
from their customers Keeping all these m mmd a banker should charge 
interest rates within the said framework However, the banker should not 
give up factors of safety and liquidity in favour of profiiability alone, ether 
wise It would be injurious to the interests of the depositors The three criteria 
menttoned earlier, vir, sccunty, liquidity and profitability, have been associa¬ 
ted with traditional banking Allocation of credit and rationing of credit to 
serve social interests, as and when necessary, are completely out of the above 
framcHork Traditional banking suffers from unnecessary mix up between 
secured lending and security based lending • The innovative or non traditional 
banking emphasises on the norms of need based lending or ‘flow of acti¬ 
vities’ This has increased the social relevance of banking 

4 Liquidity The major source of banking funds is demand deposits 
and short term deposits Therefore, banks lend most of (heir funds for 
short periods only Every borrower should be capable of repaying the loan 
on demand or after a short period, as the case may be Before sanctioning 
any advance, the banker must enquire about the source of repayment ‘Bridge 
over’ advances arc alwajs temporary and self liquidating in nature An 
advance against the security of debentures, which are to be redeemed after a 
short penod, « an example in this regard 

Wherever a borrower fails to pay his loan, the security pledged by him 
should have liquidity so that the banker could realise his funds easily Banks 
never prefer long term lending because this lacks liquidity The Reserve 
Bank has also instructed its member banks not to extend long term loans m 
excess of 5% of their deposit liabilities. 

5 purpose of the Loan A banker has to satisfy himself first as to the 

*J M Holden op eli,H 

* Sampat P Singh, Bitnk Lenjutt—Som* Coiurorrrtfal /isuei, NIBM Botabtr, 
1976.85 87 

• IbU, 6J 
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purpose of the loan required by a borrower Purpose has considerable bearing 
on risk If the purpose of finaccmg is seasonal, the bank’s nsk will terrainate 
at the end of the season Banks do not advance money for unproductive 
purposes such as speculative actnities, customary ceremonies and persona! 
consumption Loans for industry or business being productiv e are easily 
available Even when the purpose is satisfactory from the banker’s point of 
view, there may be legal restrictions to grant the loans Section 21 of the 
Banking Regulation Act, 1949, confers powers upon the Resene Bank to give 
directions to member banks regaidiog the objectives for which loans can be 
given In the post nationalisation era commercial banks have started giving 
loans to small traders, rural artisans, agriculturists, and small entrepreneurs 
but loans for smuggling or profiteering arc not to be grantci 

6 Dnersijieation or spread of risks As far as possible loans of small 
amount should be scattered borrower wise and segment wise, biglendmptoa 
smallnumberofpersonsormalimttedareasbould not be allowed Althoneh, 
banks insist upon collaterals for advances to minimise n»ks but the dnersifiatinn 
of loans is a novel method offurtbermiDirmsiog Jhensk-s Banks should follow 
the axiom 'Do rot put all the eggs tn one basket' A bankersbould notinvest 
heavily m a particular lodustry/trade or lend to a particular class of entre 
prcncurs m a few towns or region It is because depressionary trends la one 
particular ladustry or area lo which Ibe bank’s money is invested aught cause 
huge bad debts Political upheavals, ci'il riots or natural calaauties m one 
particular area might also cause loss to the investing bank Banla w ho have 
wide net work of branches are immune losuch nsksio a certain extent becatise 
diversification of the climate over the country compensates crop failures in 
one area by crop booms in other areas Banks should advance money in 
such areas where development aciiviiies are going on and scope of further 
growth exists, they should not grant loans in areas averse to development in 
the past and also when there is no hope for a favourable mm, m future 

7 Adequacy of arioimt A banker must set if the amount demanded 
by a borrower as advance is sufficient for the given purpose Customers oHen 
under estimate or over estimate their rcquireiuents thinking that the banker 
will scale down fais application to 59 per emt of his demand Thus,acus- 
tomer having a fixed capital of Rs 3 lacs and working capital needs ofRs 2 
lacs, would say that be needs Rs 4 lacs as working capital loam The 
banker must consider whether the proposed amount is reasonable in relation 
to the customer’s own resources * 

8 Control The banker should have very effective source of lofonnation 
on the borrowing firm’s progress In order to keep the firm’s finances under 
control, the banker should demand accounting data more frequently * Mon¬ 
thly or quarterly unaudited balance sheets and profit and loss accounts and 
cash budgets must be obtained from the borrowers at stipulated intervals, 
say quarterly, half yearly or yearly, as may be necessary, during the currency 
of the advance 

9 Follo\\ out Regulations and RestrKfions If loans to a particular 

* J M Holden, vp cil, 8 

*D A Eggmtoi,Longman, London, 180-81 
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activity or business are prohibited by the Banking Regulation Act, 1949, or 
the Reserve Bank of India Act, 1934, banks cannot grant such loans and 
advances even if all the above norms are fulfilled If a bank’s own resources 
are scarce or limited it can apply its own restrictions on lending business 
Field Officers of or banks who sanction loan shouldfollow their management’s 
directions in this respect 

JO Other Factors In vjetvof Ihe changing concepts of banking the 
following points have an additional bearing on the lending principles of banks 

0) Economic and political changes and pressures 

(iij Diversification into a widening range of services for corporate 
customers 

(ni) Social responsibilities of banks 

(ii) Stronger competition between banks 

(i) Growing importance of international affairs and business conn 
derations 

CREDIT POLICY 

Every bank should evolve its own credit policy bccnusc fhe restrictions 
placed by law, administrative agencies and bank cximiners do not provide 
answers to many questions regarding safe sound and profitable bank tending 
size of the loan portfolio, maturity of all loans and types of Joans to be 
made arc often left unanswered Every bank his to seek answers to such 
questions in its own cndit policy 'A /ww polic} cztahhshcs the direefiott and 
use of funds of a bank that have been diri\ei from slockfiofd rs and depositors 
and irfliienets the decision on whether or not to lend It helps a bank conduct 
Us lending in an order!) manner ’ 

The credit policy should be a well written statement ns decided and 
directed by the top management The drafting of Ihe policy may be done by 
a senior lending officer in consultation with the chief executive officer with the 
help from nssociates and subordinates This statement should be signed by 
the Board of Directors 

The Credit policy vines from bank to bink Some banks do not 
prepare any policy stitemcnl and carry on without it But it is not a prudent 
step The size of n Dank, asset composition, liability composition, earnings, 
capital, the ability of lending officers and support personnel, the type of 
market and clientele arc Ihe chief determinants of a lending policy There 
can 6c some variations 6a$crf on needs of a particuftr organisation, 6ut at 
least Che follow ing areas should be covered in a comprehensive statement on 
loan policy 

(1) Legal Considerations The bank’s lending limit and other 
constraints as prescribed by the Rcsenc Dank of India and Banking Regula 
tion Act, 1949,should beset forth so that case of inadvertant violations of the 
law do not occur 

(it) Delegation of Authority Powers to lend should be delegated by the 
Board of Directors to the loming staff Cich individual authorised to extend 
credit should know precisely the quantum of funds he can lend and terms of 
lending The Board of Directors should review these authorities annually 
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{ill) Pricing VaiFormity to interest rates m the same area should lie 
xnaiDtaioed The loaning staff should be proMded «onie guidelines for quoting 
interest rates 

(ir) Market Area The bank should decide its maikcl area keeping in 
\iew the sire of its organisation, its ability to absorb risks and to *:cnc 
customers 

(r) Loan Standards Standards should be fixed according to the t>pe of 
the credit 

(rj) Credit Grantmg Proccdtires Large banks nsualls provide pnnted 
manuals to its customers la order to apprise them of credit granting 
procedures 

The credit policy stalement of a bank IS not merely a piece of pnnted 
paper Its importance lies in lis cficctne rmplemeotation Since the credit 
policy IS approved by the Board of Directors, it should also shoulder ths 
ultimate responsibility for its compliance But there are sereral other persons 
at various levels of administration uho help in the effective implementation 
of the policy In the first place, the audiior should detect major violations 
and report in this regard directly to the Board of Directors Secondly, 
executive oEBcers of the bank also have prenary responsibility to mstroct their 
subordinate slaff to operate ivithio tbeframeirorJ of the policy guidelines 
Is the day to day admimstretioo of the loan policy, the senior officer 
concerned has also to take some difficult deasions He is permitted to have 
some degree of occasional deviations from the norms set by the credit poliey 
but this flexibility should be an exception and is not to be adopted as a regnlar 
feature of the funcliooiog ^Vlien requests for loans arc in excess of the 
authority of the Branch Manager concerned, these should be rtrcired to the 
Executive Officer Of Board of Directors forsanction UTiere large loans are 
under consideration, a Loan Committee should be set op at the upper level of 
management The success of any bank rathe inplementafion of itscredit 
policy depends upon the consistent and well dcBocd accountability at alllevels 
of the management 

CREDIT APPRAISAL 

As soon asa Joan application is filed bya customer, the banker should 
examine it thoroughly and find out financial soundness of the party and 
economic viability of the proposal ITtbe applicam is ajoint 5fD;i company, 
the bank should study its raemorandom of association, articles of association 
and resolution by the Board of Directors and thus know the borrowing 
powers of the company In case of a partnership firm, certified copy of the 
firm’s deed should be obtained Tbe’JTarra’ of a joint Hindu Family can 
borrow for the needs of the family As far as possible, Joans should not be 
extended to admmistrators, trcstees, dubs and associations A ‘minor’ 
should not be gtven credit facditics since hedoK not have coatractiog capa* 
city under the law An agent should not be given loans unless be has a 
proper authority in this regard from Jus principal The banker should also 
find out whether the security offered by the applicant is in his genuine 
ownership, does not have previous eacnmberances and has suffiaent market 
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value to cover the loan amount 

A banker’s job is not completed by obtaining an application and disposing 
jt of In fact, It has to exercise several checks from inception upto final 
repayment to ensure that the advance is being utilised in accordance with the 
agreement betueen the banks and the borrowers The following steps arc 
important in this respect 

1 Thorough pre sanction enquines in respect of the applicants and the 
proposal 

2 Quality control and policy compliance verification at the time the 
loan IS booked 

3 Proper documentation 

4 Proper loan accounting 

5 Maintenance of credit Ales 

6 Periodical independent review 

7 Established procedure for effective a recoiery of problem 
loans 

Although sufficient investigation and credit analysis is done m the begin* 
mg of each loan but la subsequent stages deterioration in the functioning of 
the industrial or business unit tends to develop for one reason or the other 
Changes in industry or the units’management or any adverse circumstances 
might affect the borrower s capacity to earn and repay Periodic review of the 
loans can provide an effective control over such fluctuations The loan officer 
should have proper understanding of various documents required for etch type 
of loan The customer s indebtedness should be recorded properly Ifthere 
are any renewals of the loan that too should be recorded Inspitc of all such 
precautions lending does entail risks to bankers Certain circumstances might 
become beyond the control of the borrower and the Under, and make the loan 
unrealisabJe The legal department ofihc bank should make best efforts lo real 
ise the outstanding besides these efforts on operational level, there should be 
n continual improvement in the level of expertise of the lending staff by 
introducing frequent training programmtsal training centres or Reigonal/Zonal 
offices The training programme will also provide a steady flow of young 
individuals to enter this line and replace those getting promotions or retiring 
from service 

SOURCES OF INFORMATION ON CREDITWORTHINESS 

A banker's first task before granting any advance is to assess the 
creditworthiness of the borrower This becomes much easier m countries 
where specialised institutions for monitoring creditworthiness of different 
parties exist Institutions like Seydes m England, and ’Duns and Dradstteets’, 
•National and Jewellers Board of Traders* and 'National Credit Ofllcc’ etc , 
in iheU^A arc engaged in this business But in developing countries like 
India the task of collecting credit information becomes much more dilliculi 
The banker has lo contact several sources detailed hereunder, and then 
arrive at bis ovvn conclusions 

1 Loan applicalion/omt This is one of the best on the spot source to 
know the creditworthiness of the applicant Details of the customer's business. 
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Its annua! turnover, partinilars of assets and liabilities, yearly profits, amounl 
and period of the advance soujlvt names of the other bankers and facilities 
being availed of by the borrosier, etc appear to the loan application An 
indepth study of the application 'Rill Mainly help a banler to fjiow 
sufficient data if not all about the customer screditvvorthin^ss 

2 Paz! liistnrx of the nztompr's atcounl If the borrouer is an old 
customer of the bank it can be easily found out from his past records if he 
has taken overdrafts in the past and has rqiaid in time If he had remained 
careful and honest in the past, it jirotides a ground to support his present 
loan application too 

3 Personal mter\ieH and a\htt to the eitstomer''sunU A person from 
the credit inveslinatJon department of the hank mav call the applicant in the 
bank itself and ask him necessary questions in order to verify the particulars 
given ID the application and make other allied questions If still not satisfied, 
he should visit the applicant’s place orbusiness and ascertain full facts oftis 
activity 

d Reports from (he market If the customer is encaged ra some indoscry 
or trade the banker may collect icfoimation the customer’s creditwonhioess 
from feJlo" entrepreneurs or fellow busmessraen from the market in which 
the applicant borrower has bis day-^lo^Jay dealings The banker should be 
cautious enouch m tnakiog enquiries and making independent deduetiont 
tnasraueh as thecustomers fnend> might sp»ak in high praise while the fbes 
would speak in coodemnatton 

5 Tax returns The financial soundness of the customer can alto be 
1 noun from bis sales, income and nealth tax returns filed is the past wilb 
the Department concerned 

6 UnancsaJ siciements of tfe aistomer’s business The borrower should 
be requested to supply copies to the balance shwlsyprofit and loss accounts 
of his business for the part three or four years These statements should, 
where possible be venfied by a chartered accouatacL An analysis of these 
financial statements would reveal the financial soundness or otherwise 
ed' Sbs asil cOTJceraiid 

7 Infommiion from feJfoM bankers Banks mutually exchance infor 
mation about the creditworthiness of their customers The lending bank 
should not miss this opportunity and should contact such banks nhos^e names 
have been referred to by the applicanl in his application Such information 
may be exchanged lelcphonicalJy However written information is often 
not meaningful since the monitoring bank IS averse to disclose sn^h things 
which might co as a proof to damage his relations with th''customer The 
written statements are usually in a guarded language and do not reveal ihe 
position specifically Banks usually add a para disowning any responsibility 
for makini* the statement On the recommendation of a Study Group 
appointed by the Res-ne Bank in 1971, the Reserve Bank of India (Amend 
ment) Act, 1974 has provided a statutory protection to banks mutually 
exchanging credit information between themsdva 

8 RBPs Credit Information Suremt The Reserve Bank of India 
established a Credit Information Burean in 1962 for the purpose of assisting 
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member banks in seeking crcdii information Under Section 45 C (J) of the 
Reserve Bank of /ndia Act, 1034, each member bank is fint required to 
furnish credit information regarding names of parties and status, nature of 
facility, security and charge alongnith the balances outstanding from the 
borrowers, who have been given secured advances of Rs 5 Jakhs or over or 
unsecured advances of Rs I lakh or over This information should be 
submitted on the last Friday ofMardi, June, September and December every 
year The Bureau consolidates such information m respect of every customer 
and then supplies information to the intending bank about the party's dealings 
With the member banks and total limits sanctioned by such banks The 
intending bank has to apply m a prescribed form for seeking such credit 
information Thus the intending bank can know from the Bureau if its 
prospective client has already taken excessive loans from other banks If so, 
this may require greater precaution this tune 

Other Sources Tlie credit investigation department of the bank can also 
know about thecrcditviorlhiness of the customers from Government Gazettes, 
Municipal records and Registrar of Companies Newspaper cuttings recarding 
auction sale or purchase of properly etc or decrees against the client should 
also be studied closely by the lending bank The number of sources may 
vary from bank to bsnk or place to place according to the circumstances 
prevailing at the material lime The investigating bank should not rely or 
depend upon any single source It would be better if ibe lending bank 
contacts two or three dependable sources of information nnd then draws its 
own conclusions The cautiousness of the credit investig aion department at 
each stage is the best mvans of ensuring saR lending 

LOANS AND ADVANCCS 

In banking, the term 'A Ivmcc’ means providing money on credit to ihc 
borrower Advances ore of several types This greatly depends upon the 
requirements of Ihc borrower Some of Ibe mam types of advances are being 
explained here 


Loans 


LOANS AND ADVANCES 


According According According According According to Accordinglo 
to payment to security loinage to mituriiy the type of the lender 
}_ I 1_ I borrower ■ 


^ L 1 r. ' 

Cash Over* Discoun- 
credil draft ling of 
bills 

1 ■ 1 

Intni Com* Coniump* 

ment mercial lion 

toan loan 

Trivaie Tuilic 
loan loan 


Clean Guiranlee Secured 

credit toan andun I 

secured 1 

loan 1 

Smyle Particl- Conior- 
Hank pation lium 
loan ban baa 


Demand Short Med um Long 
term terra term 
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(3) ioct la binibs terms ‘a iccnisc’crrcr^fnevtofa^rs^-iz^s 
sm of monsy on irjrfrcrf * Thus, money l 2 \.ea without lElerest or free of 
interest IS not a loan bsoLse bsaicri* bnsjuKsis loeorn snirrest. Even if 
the loan is extended to the economicaUs W’^aler section (EW5), it does bear 

interest although nonunaL nnd atjs'ances are treated ^ 11005 x 0013 

■Rith each other but in actual sense it is not So A loan is a tspe ofsdi’anee 
An ciiCT-e cfiim j rstdz a corrr of sorre seai^nj uhlr a lo=r does not r wjjd- 
n]} requtrg a corgr It’s a %sty subtle QiScrraoe and has an 
importance onh In practice, bants do not bother much about it, they the 
to have some sort of corcr in each case be it a loan or advsnre The common 
phrase ‘Loans and Ad\anees’ is therefore, tjs-d to the pLC'^erve Bant as srdl 
as by the member bants 

The loan amount is cilha paid in lamp gnm in cash to the bo'rosrer or 
if the latter w ants to ett it credited m his already existing account for with* 
diawaJ as and when fie seeds it, ffie fianfi ca^j do *<0 CtottzU^, it is s fum? 
sum pajmenl m ash or credit to acooum jq the first nirtanc* Thelasa 
Bcccunt IS debited onh once and subsequent debits relate to ‘cmcr ci in¬ 
cidental charges, interest or insurance prenta. The jrpasTaenl an be edhr’ 
in lump sum or in instalments. Inieresiis iiguallT ealculsted and d*bried lo 
the loin ascouot quarterly Loza aseotmt$hates Joneropersungcortes 
compared to other forms of adi-ances (cash o-ed.ts or overdrafts) 

(2) Gsjft Credir ‘Cash credit is an arranc'ta^ni ooder which a customer 
is allotted an adtance uplo a certain limit agsinst eiihcT a bond of credit 37 
one or more sureties or certain other secnnijcs * Thus is the m**!! pret'alect 
method of lending bj commercial banls A rnnmng nirrmi acoojnl »s 
opened in the name of the borrower and be is allow ed to withdrew noaej as 
and when he needs It UnJiLe loan accounts, he is xequred to paj interest 
only on the amounts utilised and for ih^ periods of their imf-SJdiOiL la 
other words, he 1 $ to pat interest on the deilj bslancc standing to las debit 
"VVlieneter the borrower hts surplus funds, he can pot bad the withdrsuii 
amounts and sai c interest by reducing the debit balanoe. The c^s^ cTf£J 
faalit) IS just lile an asrdraft vTlb the diff«xTjce that the fo7in»r is geasreDy 
made atailablc 10 a fresh account while ijje latter is niiliscd m csisimg 
current accounts The other mam featu^ of the cash credit facihrt are as 
follows, 

1 A fimit for the cash credit is fixed by the lending baht Leepiag in 
t-jeii the oature ofas^nilj undertaLea by the borrower, his prodac- 
tioD, sales, imcntory Jctcls rate, of aaerage proBis in ib- lae 3 to 5 
years and part utilisation of such limits, if granted, bj ihe client. 

2 Such limits arc available to ih" borrower only when a guarantee 
bond is effected by one or two Sureties to this cStiJ or some 
tanpWe assets are pledged or bypoihscated by the borrow er with the 
banh- Im cry rare cases, a‘cash oedii'Iiimi ts allowed on mHe 
personal security of the borrower jf the adinnce os a secured one, 
a fair margin is kepi over ihe value ©F security offered and the ash 
credit Imnts sanctioned. 

3 The amount of cash credit avails of by the borrow ertmder lie 
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approved limit, is repayable to the lending banker on demand But 
this provision has a technical significance only because m actual 
practice withdrawals always exceed the deposits and this situation 
continues over a period of lime, the borrower depositing money 
according to accruals of sales in his business 

4 The customer docs not keep idle cash balance with him because he 
IS sure he can obtain funds from the bank as and when he needs 
them On the contrary, the banker has to keep adequate cash 
balances so that he could meet the customer’s demand as and when 
made The customer pays tnUiest on the actual utilisation of funds 
while the bank loses interest on the unutilised cash balances mam* 
tamed by him 

5 The banks levy a‘Commitment Charge* in order fo compensate the 
loss of interest on the idle funds The Dehejia Study Group in 1969 
first suggested the levying of a commitment charge on the unutilised 
credit limits In pursuance of this, the Reserve Bank of/ndia 
issued a directive on 28th March 1970 to all scheduled bank to levy 
a commitment charge on the unutilised portions of the credit limits 
at the rate of 1 per cent per annum since Jsf April 1970 In certain 
conditions commitment charge was not applicable This measure 
was adopted to ensure a rational allocation of credit However, the 
system was discontinued by the Reserve Bank with effect from lit 
November 1973 

The system of sanctioning cash credit limits has developed the following 
demerits 

1 Almost all the banks demand security of tangible assets for 
granting cash credit limits Thus the norm of personal security 
has been thwarted and the honest borrowers suffer m the time 
of need 

2 The cash credit facility has expanded unduly and created adverse 
effects in the form of inflationary pressures on the economy 

3 Commercial banks sanction limits without seeing the purpose 
for which the credit has been taken 

4 Most commercial and mduslnai establishments have developed the 
habit to depend heavily on cash credit facilities thereby creating a 
looseness in their financial discipline 

(3) OicrJrafi In the banking terminology'an overdraft is a facility 
whereby an amount IS allowed to be withdrawn m excess of one’s credit 
balance’ In othtxvior<Ss,o\crJraflisanafransementofltndinglhemoneyby 
thr bank to the cusfomer ‘ henever a cheque is drawn on a bank without 
luflicient funds m the account to meet it. it may be said that a request for an 
overdraft has been made The following points are Important In connection 
with the facility of an overdraft 

1 Overdraft fvcility «s generally given to current account holders 

2. The banker may allow this facility either on personal iccuniy of the 


• P*fti 1 law PanAMr 112 
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borrower or ssaiost some collaterals 

3 The customer IS allowed to withdraw the amount as and when he 
reeds it So also he is free to repay the overdraft by depositing any 
amount m his account No time limit is fixed for ufifizauon of funds 
or repayment of the excess drawings 

4 Interest js chargeable on the exact amount overdrawn and for the 
penod of Its actual utihsation Interest is calculated on the daily 
products basis 

5 This facility tantamounts to a temporary accommodation 

The major distinction between the cash credit and an overdraft is that 
while the former is a long term phenomenofl the latter is adopted occasionaHy 
But in both the cases, documents talen to secure the loan should provide for 
‘continuing sccunly’irrespective of the fact whether the account has a debit 
balance or is in credit for the time being This would also cover subsequent 
debit entnes m the account 

CtAiSinCATIQN ACCORDINO TO THE SECDRITV 

1 Clean Credit or Personal Credit When a customer is allowed an 
advance on the basis of his own personal credibility, such an arrangement is 
called clean credit or ‘personal credit* No security of any tangible asset is 
called for by the bank in granting such an advance Tbc norm of three 'Cs* 
(Character, Capacity and Capital) is applicable to such advances A man of 
fAarflC’'rf will certaioly return his loan irrespective of bis bad days Capaett} of 
the borrower comes lathe second place while considenng a loan, a present 
as well as future prospects of earning by the borrower make his capacity 
Ctopj/al docs not mean in the slnct sense the funds invested by the borrower 
m his business It also includes all tangible assets of the borrower The 
greater the liquidity in assets, the greater tbc factor of ‘capital’ Capital 
provides a cushion in the event of loss in the customer’s busmess In a 
nntshfll, ‘Characlri’ is ibe evsrncc of all ‘personal credits' or ‘unsecured 
advanws’ Commercial banks m India allow such credits only to well 
scqunmied sndezedilfion}!} ovslifmers Thsss ct^iX'Is 3TS for short di^siioo 
and for small amounts Persons requiring modem gadgets hie steel cupboards, 
radio or television sets, refngeraiors, cars, <cootcTs, house fumishings or other 
equipments are often allowed personal credits repayable in easy monthly 
instalments 

Personal credits can further be cafegonsed as ‘Paper Loans’ ^\Tira a 
borrower is given an advanceoo the basis of his executing a bond or pro¬ 
missory note, it is called a one named paper loan ■\\Ticn any advance 
includes personal secunty of tnoormore than two persons, such an adiaace 
js termed as tiio cr more/i»7ird paper foarej As a nutter of fact, it is safer 
for banks to lend money on tbe basis of two or more named paper loans 
The banker in this case would avoid the difScullies m realising the loan even 
if any of the persons is dead during the currency of the credit 

2 Guarantee Loans This is an impmved form of ‘Personal Credit’ It 
also tallies more ot less w ilh the ‘Two or More Named Paper Loan* When 
the borrowers themselves do not possess good creditworthiness, third party’s 
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credjfworfhjness Jias to be sought for in the form of ‘guarantee’. The person 
who gives a guarantee is called a‘guarantor’or‘surety’ The‘guarantor’ 
always bears a secondary JiabjJjiy ID lernij of a guaranteed loan since his 
liability arises only m case of failure of the borrower to repay the loan The 
contract of guarantee can be entered info cither verbally or jn wriliog 
However, banks prefer the latter course 

3 Secured Loans Loans which are granted on the basis of the value of 
a tangible security are called'secured loans' According to Section 5 (a) of 
the Banking Regulation Act, 1949, a secured loan or advance means. *a loan 
or advance made on the security of assets, the market value of which is not at 
any tunc less than the amount of such loan or advance ’ Tlius, the distinct 
features of a secured loan are that 

(а) The security offered for the loan should be an asset such as gold, 
silver, land and buildings, machines, government and other corporate 
bonds, shares, and dcbeniures, etc 

(б) The market value ofthc security should not m any case be less than 
the amount of the loan 

If any of the abote conditions arc partly fulfilled or are not at all fulfilled, 
the UDCOvered amount of the loan would remain an unsecured loan to that 
exteat 

4 Unsecured harts Any loan or advance which does not fulfill the 
conditions narrated m Section S (o) of the Banking Regulation Act, 1949, is 
termed as an ‘unsecured advance* An unsecured advance is nothing but a 
•clean advance’ or a ‘personal advance* The creditwonhiness of the borrower 

DISTINCTIVE ASPECTS OP SECURED AND UNSECURED ADVANCES 


Basis 


Secured Advances Unsecured Advances 


1 Creditworthiness 
of the borrower 


2 Legal charge 


3 Liabilty 

4 Risk factor 


Value of Ihe tangibk assets 
ofTered for Ibe security is the 
main consideration instead of 
Ihe credilworlbmess of the 
borrower 

A legal charge h created 
where necessary on ihe tangi¬ 
ble avets of Ihe borrower 

The liability of Ihe person 
laktim the loan is of 
secondary consideration 
tr the matkcl value of the 
security fluctuates down- 
wards, the risk factor is 
insohrd lo that nlCAl In 
oiber words. If the markei 
value Is stable, no risk factor 
exists in the ban 


Creditworthineis of the 
borrower is the mam consi¬ 
deration In granting of a 
loan No tangible security 
IS offered 

Question of creation of a 
legal charge docs not arise 
since no taagiblc security is 
offered agatan the foao 
In unsecured advances, per¬ 
sonal liability of the borrow¬ 
er IS of prune importance. 

The lending banker has to 
incur heavy cislt. In care 
the creditworthiness of the 
borrower and ihe gnarsutor 
is wrongly crossed and suh- 
scQuenily the loan is not 
repaiii 
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(Cbaractcr, Capacity and Capital) IS the main cons]dcration in granting lb* 
adsance and no tangible securities are demanded by tbe bank Granting 
of an unsecured loan is a nslrj job and as far as possible banl-S a\oid tt. 
Honcier if tbe unsecured adiances are giiea they should be for smaU 
amounts and for short durations Section 20 of the Banking Resulation Act, 
1949. bans granting of unseoired adiances to the directors of the Bank- 
'k\eha\c gn CD a chart on p 3’*3 shoximg the distisctiie aspects of secured and 
unsecured adiances to make tbe classifications more easdy understandable. 

CLAssinonio'r accordikc to xjsacc 

] Imestment Loansoradvances mads for a period of S years or more 
arc Called adiances The purpose of the loan is to finance n*cd5 of the 
entrepreneurs to purchase fixed assets such as plant and machinT) or land 
and buildings 

2 Commeraal loan Ao} loan taken b) commercial concerns for 
effecting production processing or sales of the product is called a commercial 
loan 

3 Consumption loan Such loans arc alloiicd to persons of middle 
income group and lower income group ITthecostof a consumer artide is 
high and the customer is not in a position to pay it in lump sum becausr of 
his low income banks provide finance to such customer in the form of con 
sumption loan. Ofien purchases orrefn'’efators air conditioners Tk sets 
electronic fans, senicg machines etc are Gnaseed by banks 

ClASSmCATIOS ACCORDISC TO MATURtTV 

1 Dcmandloans These loans are meant for lery short pmods say for 
a day, S days 10 days or 30 days Businessmen need such finance for their 
day to-day actiMtics Demand loans arc cot in scry much vogue among 
tbe general masses smce there IS DO certainty as to when the Isiding bank 
may demand repayment of the loan 

2. Short term loans Banks prefer to adianoe moneys on short tem 
basis Loans given for one mootb to 12 months are considered as short terra 
loans and are used for bnyingisw malrnal and maiotauung ao optimum level 
of stock of finished goods for sale 

3 Jl/edium-rrfTn loans Loans extending from one year to 5 years 
period are kunwii as medium leim loans 3 yxar period loans being quite 
common These loans are useful for purchase of machinery and equipment 
and other similar fixed assets which are likely to giv e a refum n ithm th“ lem 
of the loan 

4 Long term loans Such loans are ^rtad over a term of 5 fo J5 years 
and arc utilised m purchasing farm lands orcairying on long lerm d'vclop- 
mental activities. 

ClASSinCATlOS ACCORDING TO TBE TITI OF BORROWER 

1 Private loan ^kTien loans are given to indinduals or a group of 
individnals for their pnvate use they are called private loans These loans 
for small amounts are usually scattered oier Jaree areas 
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2 Public loans Loans given to public institutions like Municipal 
Corporations/Boards Panchayat Samitics Efectncity Boards or Khadi Gramo- 
dyog Boards arc known as public loans Loans given to Slate Governments 
are al o included in this category Loans to all public limited companies are 
public Joans The quantum of public Joans is usually Ingh but the number of 
such borrowers is small as compared to private loans The purpose of loan in 
both the categories also differs widely 

CLASSirtCATION ACCORDING TO THE LENDER 

1 Single Bank loans Whenever a banker is the sole lender of a loan 
It would be termed as a single bank loan Almost all loans arc of this 
category and have been m prevalence right from the earliest days of commercial 
banking Single bank loans arc Jess complicated md easily admmisterable 

2 Parlicipalion loans Where a single loan is granted by more than one 
bank it is called a participation loan Participation of banks becomes 
necessary cither because the funds of a single bank are not stifhcient to finance 
a borrower or because the risk involved m the loan is too big to be borne by 
one bank or the servicing or proper follow up of the loan is not possible by 
the sole banker Participation loans are unavoidable to meet the increasing 
needs of modern business houses or industrial units and are most prevalent in 
the USA because of unit banking system m vogue there Of late, with the 
increasing pace of developmental acimiies m this country, participation loans 
have gathered momentum m India too 

PARTICIPATION CERTIFICATES 

Participation loans m India have taken the form of participation certificates 
commonly known as PCs Through the scheme of PCs a commercial bank 
can sell/transfcr to a third party, who could be another bank of specified 
financial institution, a part or alt of the loan made by one bank to the 
borrower The scheme was first introduced in 1970-71 at the instance of 
certain banks and, due to encouraging results, it was further extended Ills 
continuing till row but wilh the gigantic prospects and problems both for the 
participating banks as well as the Reserve Bank The mam features of the 
PCs Scheme arc as follows 

1 Banks issue PCs against working capital advances (such as cash 
credit, secured overdrafts and advances against book debts etc) 
gtatiVtd to s?idwsti«l TOtKCTOS These adsawces arc earmarked rw 
favour of the holder of the certificates The earmarking is noted on 
each certificate 

2 Participation can be efTecled between commercial banks ibcmscJves 
or between a commercial bank and other financial institutions such 
as LI C , U T I. G IC, and ICtlCI 

3 In case of PCs issued lo institutions other than commercul banks, 
the period of matunly of certificates should not be less than 30 days 
and not more than ISO days 

4 The PCs can be repaid catber than the stipulated period provided the 
repayment is not made before the expiry of the minimum penod of 
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30 da)"? 

5 The rcstnction rcgardiEc matantv ptriod is not appDcahle in respect 
of ihe certificates issued lo other commeroal bants 

6 The maximnin rale of inlerrst «AipuIated has i-antd over the years. 
It vs-as 10 per cent dunns l^’vO 

Though ihe maxuaum jnatuntv period is ISO daj-s, the other finanaal 
inshtutiDns have been able lo hold a portion ofPCs for a period beyond 6 
inonlbs b\ is a> cf renewal of matnied PCs To ensure cniforimty in banirat 
statistics, the Resene Bank cf India adwsed the sdieduled cominsiml bants 
on June 21, 1977, that the amonrl of PCs issued bv a bant should be treated 
as ‘contingent liabihn' and shown on the liabibrj side cf the <teTnlor> returns. 
The ainount of PCs issued should, at the sane tune, be dednc*ed from the 
figure of total advances The zmonct rfPCs purrhasrfl bj a bank shoJd be 
included m the returns m the total sdinnccs on the assets side R »rt-s hare 
purchased PCs as a source of mating advances at a verj rooden les’d. The 
PCs purchased bs bants formed only *2 per cent of the total PCs onts re adine 
in December 1976 sod this further went down to mere 6 percent la fane 1975 

CDVSORTIDM LO^KS 

One of the outstanding characierisucs ofsophisbcated technclog; is that 
jl calls for huge capital tniesiment both owned and bereowed Tie crer- 
giowiog demand of industry on the lending in’^rnbciis for huee funds las 
forced the lenders to resort to sharing of the nsl The conaepl of nst 'haring 
has obtamed new hoiuoos 

There is a slight difference between the ‘Paitinpation Loans’ and *Cbn* 
sortium Loans.* ^TiiJe in the former case, the numba of bants may be as 
small as two or three, in the latter care it may be 5,30 or more. ‘Ccnsoitinn 
Loan* is a name sjTJonymous to ‘Syndicated Loan’ in Euro*moae> mexl-et 
where 50 to lOD banks participate in a single loan alongwith a lead banL 
Nonnallj, the leader has a comparatirelj large share m the advance. Hie 
leader of the consortium coniTDCS a meeting of the member bants in order 
to discuss matters relating to the conscrtium advance. They assess lie 
requirements of the boimwing company lo discuss the operetional aspects, 
seennty consideration and documentation cd" the adi’aaee, If neressaiy, a 
reprc'enlatii-c of the borrowens also innlcd to the mceling. The bo rro wing 
company pU«s its requests before the leader The leader of the consertrua 
gises 10 lo 15 davs adimnce notice to each menber bankwhenmer a mccticg 
is to be conrened for important matters such as sharing the advance, pending 
documentation etc. Documentation for consortium advances 5s a cumber* 
some procedure Joint H^pothecabon Asreemeat and Inlcr-se Agreement 
hate to be drafted by the lead bank through its legal depaitoenL There 
should be free exchange of mformation amongst the members of the consor¬ 
tium in iheir periodical meetings (at least emee a month). 

Normally, a uniform rale of inlerest is Imed on consoitium adrences. 
In some cases interest rates are left to the discretion of member bants. 

Most eonsoruum advances are aeamst inventories Periodical inspecoca 
of the stocks is handled by members in rolstion, and the inspection lepo'^s 
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4re circulated among all member banks ITie leader should ensure that the 
stocks are adequately insured Policies covering risks must remain with the 
lead bank In India the State Bank Group and Bank of Baroda have acted 
as leaders m consortium hnanciog Commercial banks have also financed 
consortium loans for working capital needs of large industrial units as 
well as the credit needs of the public procurement consortium and distribu 
lion through the agencies such as State Governments, Cotton Corporation of 
India, Hindustan Petroleum food Corporation of India, Cooperative Market¬ 
ing Federations and State Electricity Boards etc The Study Group appointed 
by the Reserve Bank m 1973 for consortium loans under the Chairmanship 
of Shn G Laxromara>anan also suggested that 

1 In order to limit the risk exposure of a bank in a particular advance, 
all large advances should be shared with another bank or banks, 
the definition of largeness being ‘any advance m excess of 15 per 
cent of the deposits' of the bank concerned 

2 Whenever there are two or three banks financing a particular 
customer, the arrangement should, as far as possible, be put on a 
formal consortium basis with proper ground rules 

These recommendations have been accepted by the Reserve Bank and 
advised to the banks for implementation However, over the years, while 
the first stipulation is being complied with, in regard to the second, there has 
not been much progress 
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ADVANCES AND TYPES OF 
SECURITIES 


Ad^ances cannot be made witfcouf proper thought and fenficatioa. The 
hard*earned public deposits cannot be thicm'n out in the proserbia! dust bin 
The soundness of the proposal and intcpnti of the borrower arc factors which 
should be talen into aceouQt while considenot* granting of adsances Bet 
this IS not all Banks attach great impodance to the secunt) afferedh) 
borrowers Right from the early days of banking, security svas the top most 
or the only critenoa for granting adsarces The present day tendency of the 
Gosemment of India to base sccunty for loans to pnonty sectors wanod by 
banlcs has been frowned upon by banking scholars The son reahsatioo or 
part realisation of loans front agnculture and other se.lors can be attnbeted 
to ‘unsecured’ advances made by banks In the cause of ‘social responsibili¬ 
ties’ of the banker, economic indiscipline of the borrowercanncit be gnen 8 

pohtjcal cover for a longer period If contioued, tins migbl prove prejndicial 
to the banking industry 

ADVANTAGES OF SECORITY TO !«£ B^VKER 

Security can be said to be the soul of credit discipline and pros es helpful 
to a banker m the following ways 

(1) Secunty helps a banker exercise greater control on the behaviour of 
the borrower 

(2) In case of default m repayment by the borrower, the banker can sell 
the secunty and utilise the proceeds to adjust the loan. 

(3) Once the secunty is in the charge of the banker, the borrower 
cannot raise further loans on Che same security and thus saves the 
banker from risks 

(4) Chances of misuse of loan by the borrower arc mmunam. 

ADVANTACB OF SECURm TO THE BOKROWER 

It is not only the banker who stands to gain m demanding the security 
but the borrower, who eslcnds security, is abo pat to bcncBl in the following 
ways 

(1) Loans are obtained easily by ofienng collaterals Secured loans g*f 
a pnonty sanctioning 

(2) It infuses a sense of financialdtsoplmeand austerity m the borrower. 
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(3) Borrowers'willingness to provide secunty increases their reputation 
m the banking and business ardes 

(4) Security can provide support from the banker to the borrower 
m times of need 

(5) Secured advances enhance a borrower's eagerness (o pay off loan 
and redeem his security at the earliest 

GENERAL FRtNCrPLES OF MAKING SCCUREO ADVANCES 

Any security offered by a borrower cannot be accepted by banker 
Further, a banker IS also not justified m demanding security to any extent. 
Banks have to observe the following principles while granting a loan backed 
by security 

1 Ready marketability The security offered by the customer should 
have an easy saleability in the market because the banker depends for its 
funds on callable or short term deposits If the borrower fails to repay his 
debt in lime, a saJcibJc security enables the banker to realise the loan 
amount by selling it m the market This further helps the banker maintain 
liquidity of its funds It may be said that a banker should be able to 'get 
back its umbrella when it rams*. In other words as soon as the purpose or 
term of the loan is over, the banker should get its funds back from the loanee 
so that it could use it in some other purposes 

2 No prior crtaintbrances A banker should see that the security 
offered by a borrouer docs not have any prior encumbrances An omistton 
to ascertain the exact position in this regard might render the advance as 
‘unsecured* because the previous lender to whom the security is already 
charged will have prior claim on it 

3 Adequacy of the \a!iie The value of the security should be sufficient 
to cover all the loans for which it is charged Furlher, the odequacy of value 
should be maintained throughout the currency of the loan 

4 rropcrialuallon Valuationoftbcpropertyoffcredassecurityshould 
be proper and accurate Valuation should be done by expert valuers 
Valuation should be made after providing for obsolescence, depreciation, etc 

5 Maiaiainlng a reasonable 'Margm' The banker should maintain a 
'margin* on the value ensuring that the loan amount is invariably less than 
the value of the security thereafter so that, in case of adverse fluctuations in 
the value of the security, the banker does not suffer Margin also helps a 
banker to provide a cover for the interest amounts that may become due 
during the currency of the loan The following factors should be considered to 
determine the adequacy of the 'margin* 

(i) Likely adverse fluctuation in the value of the commodity offered u a 
security 

(ff) If ‘shares' arc offered as secuniy then the financial position of the 
issuing company should be ascertained 

(///) Reputation of the borrowing concern 

(fv) Directives of the Resene Bank under its Selective Credit Control 
Scheme, if applicable to the security offered, should be complied with 

(i) Annual financial position of the borrowing concern. 
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{if) Customs being adopted by the fellow bankers 
( v/i) Lending bank’s own lending poli^ norms 

6 Proper documentation A banker is alnajs safe in obtaining from the 
borrowers proper documents for the loan granted Written and signed docu 
menls speak about the terms of the loan and are helpful wheneser there is a 
misunderstanding or dispute between the lender and the borrower The work 
of preparing proper documents should not be e'chewed simply because the 
borrower pretends ‘urgency* of the loan All formalities should be completed 
carefully Bankers always ha%c printed forms which the borrower has to fill 
in and sign and give it to the banker alongwith the following documents 

(/) An agreement to pledge or a memorandum of mortgage or a letter 
of hypothecation signed by the borrower 

(«) A letter of mandate authorising the bank to collect yield of the 
security like gosemmcnl securities, equitv shares, life insurance 
policies and appropriate it in payment of the loan 
(m) A ‘declaration of ownership’ ofthe securily/property properly stamped 
and signed by the borrQv\cr 

7 Quantum of labour and supentsion Seeunties which require less of 
labour and supervision should be preferred Things which require godow-n 
and insurance facilities from the banker itself will not be considered as good 
as the security of shares and stocks which comparatively require lesser quantum 
of space, labour and supervision 

8 Dnersificatioti of securities If a borrower has taken two or more 
than two loans from a bark, the latter should follow the principle of diversi* 
fication and demand different securities for different loans Thus, land and 
buildings may be accepted for one loan and machines fixtures may be obtained 
for another loan Diversification will reduce risk for the bank 

9 Yield of the security If a security gives a regular iDcomc, it should 
be preferable to one which does not yield any income Preference shares or 
debentures are good because interest or dividend at a certain rate is avail' 
able from such securities The banker should obtain a ‘letter of mandate’ 
from the borrower authonsing the bank to collect such yield of the security 
and appropriate it in payment of the loan 

10 Realisation of the loan emovnt If the borrower defaults m repaying 
the debt, the banker should be quick enough to take steps to sell off the 
Security Any banker who does not take timely action for realisation of loans 
will damage bis own interests The banker should take these steps before the 
debt becomes time barred According to the provisions of the Limitation Act 
a debt becomes debarred if no claim has been made by the creditor 
within 3 years after it became due If at all a pledgee bank decides to sell 
goods pledged with It, the banker should first serve a reasonable notice for 
the proposed sale to the borrower Inspitc of all the good qualities, no 
security can be considered good if a banker is reluctant to realise the loan 
amount from the security pledged with him 
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TYPES or SECURITIES 

A banker may £cl se^cral lypcs of securiHcs for loans and advances. We 
shall discuss here about important sccuniics which are generally oITcred by the 
borrowers and accepted by the lenders Our study shall be confined lo the 
following categories 

1 Stock exchange securities 

2 Security of goods 

3 Documents of title to goods 

4 Life insurance policies 

5 Immovable properties of real estates 

6 Book debts 

7 Government supply bills 

8 Term deposit receipts 

STOCK CXCllANOC SrCURITICS 

Securities which are dcah with on the Work etch railed r/rwi 

exchange securities According to the Security Contract (Reguhticn) Act, 1956 
‘Stock exchange is any body of individuaU, whether incorpontcd or not, 
constituted for the buying selling or dealing m securities' 

Stock exchange securities also attract a large part of loins made by com¬ 
mercial banks because people of rich and upper middle classes living in big 
cities consider these secuniics as a good media of in\csimcnt These provide 
liquidity and safety of funds Speculators dealing m these sreuntics loo look 
tocommercnl banks for borrowing funds although banks arc often advised by 
ihe RBI to curb such *pecul3li\c lendings However, the term slock exchange 
secunlies has a wide meaning and includes 

(/} Central and Stile Govemmeni seeufJties 
(//) Securities issued by the foreign governments 
(it/) Semi government securities 
(i») Securities issued by joint slock compinict 

There arc some other terms and catcgonei too which rehfe to stock, 
exchange securities ‘Quoted securities* are such securities which arc dealt 
with at stock exchanges, all other securities ore termed as 'unquoted 
securities’ ‘Tully negotiable’ or ‘comcrtiblc sreuntics* arc such securities, 
which can be transferred or sold by mere dcli\cry or endorsement and 
delivery of the instrument ‘non ncgoiiabtc securities' or ‘nonconvertible 
securities’ are such securities where sale or transfer of the instrument cannot 
be effected w ithoul following an elaborate procedure of changing the names of 
the holder and other particulan in certain registers Non negotiable 
securities can further be clissiRcd as ’inscribed’ Und ’registered ‘Inscribed 
securities’are sccuntics where transfer of title IS not possible till the transfer 
IS not entered m the registers of the issuer The name of the transferee is 
inscribed m the security itself ‘Registered securities* are such s*cunlics whose 
holders’ mmes and addresses and other particuhrs nrc entered in a Register 
The transfer of such securities cannot be valid till the certificate of transfer is 
not obtained from the Issuer and attached to ihc secunty ‘Registered 
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securities’ can further be classified on the basis of the mode of transfer In 
legal transfer, the certificate of transfer has to be deposited mlh the issuer 
with a request to issue a new certificate of transfer in fas our of the subse 
quenl transferees In equitable transfer^ the original certificate issued by the 
issuer has to be fnen lo the Iramfcrec and no separate ‘menioraadum of 
transfer’ is necessary Thus, equitable tranter is a sort of blank transfer and 
the bank can get It m Its name m case the borrower defaults in making 
payment 

ADVANTAGES OF STOCK EXCHANGE SECURITIES 

(1) Safet) Stock exchange secunties are just like tangible assets They 
often bear a guarantee of pajment from the Central or State governments or 
semi government insiuulions There is no chance of fraud being committed 
by persons dealing in such securities since the market where these are dealt m 
IS an organised market 

(2) Ascertainment of \ahie The prevailing price of ihese securities can 
be easily known from the concerned stock exchange bulletin or newspaper 
reports 

(3) LtgutdH) These securities can be sold in the market without facing 
any procedural dilficulty Further, refinancing can be obtained by the member 
banks from the RBI in case of some orgeor 2}e«55 

(4) Income nelding These securities yield income by way of interest or 
dividend The lending bank can adjust such locome agamst the loan amount 
and thus reduce the burden of the bonower 

(5) Borrow er's title Before advaoang any money, the banker can easily 
find out the borrow er’s title to these securities from the records of the issuing 
institution Banker is not affected by the title of transferor if the securities 
are fully negotiable and have been acquired for value, in good faith and 
Without notice of defect in the title 

(6) Eos) to handle Unlike immovable propettits, stock exchange 
securities are easy to handle They can be sent anj'where by post. 

(7) Lesser price fluctuations These secunties are less prone to price 
fluctuations as compared to goods or other sccunUes 

(8) Loner costs The banker has to incur lesser costs in the form of 
stamp duties etc in getting these securities 

(9) Minimum supenision The banker docs not need to have elaborate 
arrangements for supervision of stock exchange secunties as has to be done in 
case of goods or immovable properties 

(10) Easy to redeem The redemption of these securities is comparatively 
easier since it involves lesser expenses and formalities 

disadvantages or rises 

The stock exchange securities have the following draw backs and hence 
the banker should be quite cautious m accepting them as secunty against a 
loan. 

(1) Risk of loss or stealing A bank’s possession of these secunties may 
be lost, if any employee steals away the sraintics This danger is more 
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imminent in Case of bearer sccunJiCT In the case of registered secuntics, 
forged transfer may be done by some dishonest persons and thus the banker 

may be stripped of its rights 

(2) Risks III paril} paid shares In case of stock exchange securities such 
as partly paid shares the banker may run additional risks namely, 

(0 If the customer docs no! pay the future calls made by the issuing 
company, the banker will have to pay it otherwis* the shares are 
likely to be forfeited and thus banker will lose the security 

(//) Partly paid shares do not have good marketability 

(Hi) These shares may suffer price fluctuations widely 

(3) Risk of forged transfer Where the banker applies for registration 
of transfer of shares and if the signatures of the transferor arc forged, the 
registering company might hold the bank responsible for any loss it might 
suffer due to such forgery This liability continues even if the banker has 
subsequently sold or transferred such shares 

(4) Lien of the issuing company Generally there is a provision in the 
Articles of Association of the issuing company that it will have lien on shares 
in case of some dues outstanding from the shareholders The banker has to 
be careful of such provision 

(5) Duplicate or Triplicate Share Certificates Some persons may obtain 
duplicate or triplicate share cerliDcates and thus get accommodation on the 
basts of such certificates from various banks This may endanger the banker's 
right holding the original security 

(6) Price Fhiciuauoiis Newly issued stock exchange securities suffer 
from violent price fluctuations. Cven the gilt edged securities are not free 
from this defect 

The above demerits do not relate to stock exchange securities as a whole 
but apply to securities such as shares and stocks only As a matter of fact 
top government securities or gilt-edged securities arc still considered to be one 
of the best securities for loans 

GOVERNMENT SECURITtES 

SecunCies which arc issued by Che Central or State governments are 
called government securities Since these securities have a backing of the 
government, they are also known as *GiU edged securities or First Class’ 
securities or‘Prime’Securities A banker can very well grant advances on 
the basis of such securities because scscral qualities of a good security are 
available in these securities They arc safest^ they have got liqnuliiy and the 
title of the holder can easily be ascertained The ni/wg pr/eer can be known 
from stock exchanges or newspaper quotations Their prices </<> rnt/luefi/ate 
very much These secuntics are easy to super\ise TTietr niainfenance does 
not require much expense and they aho yield a regular income Government 
secuntics are issued as Dearer Bonds, insenbed Stocks and Promissory Notes. 
Let us discuss them one by one 

BEARER BONOS 

A bearer bond is an snsiniment 


whKh certifies that the bearer 
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IS eniuled to a certain sum (rupees) on the date indicated therein relating to 
a speaBc go\cnimcnt loan The terms of issue aregenerally printed on the 
back of these instruments As the name suggests, the bearer bonds are pay¬ 
able to the bearer irrespeciise of their original purchaser Any one who 
possesses the instrument is the owner of it Transfer of these instruments 
can be effected through deli\cry only without any endors-ment or a transfer 
deed For getting regular payment of interest, the bolder of the bond has to 
present the interest coupons attached to the bond on due dares to rhe Public 
Debt Office or to the gosernment treasury at which it has been inforccd 

If the banker himseff loses these bonds, he cannot obtain duplicates there¬ 
of The banker has therefore, to take special care for the safety of these bonds 

INSCRIBED STOCK 

Any instrument which is issued in acknowledgement of a 
debt to the holder and an inscription or record of such bolding is made 
m the books of either the Public Debt Office of the Corporation issuing ihm 
IS called an‘Inscribed Stock' Transfer of Inscribed Slock is not as easy as 
that of Bearer Bonds Transfer by mere dehwrj or by endorsement and 
delivery is not possible unless such transfer is registered with the Public Debt 
Office or the Corporation issuing them Usually a form of transfer is printed 
on the back of the ‘Stock’ which has to be filled m and sent for registration 
of the transferee’s name On registration of the transfer a new certificate or 
stock IS issued and thus the transferee gets ownership ngbts in (he instrument 
after completing a complicated procedure 

Inscnbed stocks are just like longterm securities The Public Debt 
Office or the issuing Corporation sends ‘interest warrants' every sut months 
to the stock bolder These interest warrants can be encashed at any gov*em' 
ment treasury or public sector bank conductiog government business, as the 
case may be National Savings CertiGcalcs m India are also koown as ‘Ins 
cnbed Slock’ 

These instruments are good from the point of view of safety and income 
Mere Joss of the instrument cannot stnp the bolding bank of its ownership 
Banker also gets the agreed inteiesr regularly However, because of a oomph 
cated transfer procedure, the inscribed stocks are not easily saleable and hence 
the liquidity is affected 

luscribed stocks are reckoned as non negotiable securitic> A banker has 
to take the following precautions in advancing money on the security of ins 
ertbed stocks 

(1) The banker should advance mooey only after registration of the 
transfer and issuance ofa new certificate in favour ofthe bank 

(2) Where interest warrants are issued at the option of the bolder, the 
banker must insist on the borrower to obtain such warrants 

PROMISSORY NOTES 

A government promissory note contains a promise by the President of 
India or by tbe Governor of the Slate concenied, as the case may be, to 
pay a certain sum of money to the holder or to the last endorsee on a specified 
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date or after a certain notice, subject to the terms and conditions of the issue 
and the rate of interest payable thereon Interest is payable half yearly at the 
treasury or any sub-treasury subordinate to such treasury where the note is 
enfaced The government promissory notes arc negotiable instruments and 
stand in mid place between the Bearer Bonds and the Inscribed stock The 
title of the notes can be transferred by putting an endorsement on the back 
thereof and delivering them to the transferee The promissory notes too ha\e 
qualities of safety, liquidity and income 

Precautions The banker should take the following precautionary steps 
while providing an idvance against the government promissory notes 

(1) The borrower should endorse these notes m favour of the lending 
bank and also execute a letter of pledge 

(2) Where a note bears a number of endorsements ascertainment of 
the borrower s title thereto becomes dilTicult and there may be chances of for 
gery In such cases, the banker should insist on the borrower to first get the 
promissory note renewed m his own name and then to endorse m favour of 
the banker 

(3) The banker should also gel a ‘Letter of Authority to receive the 
half yearly interest payable on the notes 

(4) The endorsements on the promissory riolcs should be orderly, 
legible and regular 

(5) The securities should not have been torn up or mutilated 

(6) The banker should accept promissory notes as securities if the space 
for at least two endorsements is left on the back of the security—one endorse 
ment m favour of the banker and another endorsement in favour of the 
borrower when he repays the debt 

(7) There should be no prior chirge on the notes olTered as security 

(S) The banker should retain the possession of the notes tilt (he lorn t$ 

not repaid fully 

(9) The borrower should be asked to sign a 'memorandum’ authorising 
the bank to sell the securities m case of default m repayment of the loan 

(10) If the borrower is a limited company, i! should be ensured that the 
power of attorney of the odiccr endorsing the promissory notes has been 
registered with (he public debt office 

( M) If the borrower is a firm, ils constitution should have been registered 
with the public debt office 

(12) U’herever a banker becomes doubtful about (he holder's title or 
authenticity of the promissory notes, he should immediately contact the 
public debt office of the Rcsene Bank and find the facts befori. granting any 
loan against the notes 

(13) A margin of 10 (0 IS percent should be maintained between the 
loan amount and the price of the security 

rOBCION OOVERSMtKT SCCURtTICS 

Goemment securities m one country arc Foreign Government securities 
jn another country These securities are also counted as *giJj edged 
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secuntjcs' Sccuntirs of all the foreign gmeitunents cannot be treated at par 
becanse the lc^cls of cconomK de\dopincnl differ from country to counuy 
Securities issued bj the govemrnents of Less Doclopini: Countnes (LDCs) 
lile that of SnLanLa, Bangladesh. Zambia, Tanzania, base no sicnifiiaace la 
ihc intcinaliDna] financial inarltcls nhile ibc securities issued by the 
goiemraenfs of deieloped countnes like USA. UK, Japan or West 
Germany haie jotematioaal recogniuon and hence are considered good, 
Indian stock exchanges do cot deal in sucb secunties and therefore Indian 
banks loo do cot make advance against such secuniics However, if at all, 
such securities are offered for a loan thereagainst, the banker should take 
proper precautions before accepting them as a cover anainsi a loan 

SEMl-OOVERKMEKI SECURmC 

Bonds and debentures issued bj semi government or autonomous bodies 
such as Port Trusts, Improvement Trusts Umt Trust of India, Municipal 
Corporations, Slate Electncitj Boards Housing Urban Developm-nt Cor 
poration, Rural Electrification CbrpoiaiioD etc., are reckoned as senu- 
goiemmeot secunties Since these secanijes bear a goi cramcat guarantee 
and areeaiih saleable, the> stand next to the goi ernmenr secunties. They are 
also considered parallel to covemmeot sceunties Besides, ihej have 
regubntj of tncoine stability in pnee and a hquiditj in ease of need. 
Bankers arc advised to take the same precaoiions in accepting semi-goiem 
oezit securities for a loan, as in Che case of government seeunties 

SECtrarnES of joint stoo: oowpxwes 

Public sector companies obtain iheir finances from the public either bj 
sslbng shares or alloting dcbcnlurcs Companies which are recoemstd by 
the stock, exchanges have the shares and/or debentures of companies 
recognised by stock, exchanges can be purchased/sold throuch the exchanges. 
Bankers can safclv advance monejs aganist corporate sceuntics or seennlies 
issued by joint stock compaines- These are of two tjpes—ownership secunocs 
aad credito/ship securities 

ow'KERsmp srcDRims 

Ownership securities include shares and slods. A ‘share’ is (i) a rigH 
to participate in ihe profits and assets of a company and (ii) is a share in the 
share capital of the company and includes‘stocl^ except where a distinction 
between siod, and shares is expressed or implied. If shares are fully paid up, 
they may be, if autbonstd by the Articles of the coactracd company, taroal 
into ‘stocL’ Stock is not divided in equal shares or parts and the divisions 
are not numbered 'Stocks’may be divided into aav amount say Rs 10, 51. 
166S or Rs 1S60, while shares are always ofa certain fixed deaomiaation 
Ownership secuniies can again be divided into two cafegonK, vit. 
prefercoce shares, and equity shares Prefereoce shareholders have a 
pnonty over equity shareholders regarding payment of diMd'nd and repay¬ 
ment of capitjJ m case ofwmding op of the company In both the ctaes 
rate of dividend depends upon the profits earned by the company and the 
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decision to pay by the Board of Directon of the company Preference share 
holders get a fixed percentage of profits earned while the equity shareholders 
stand a chance of getting higher dividends tn years of good profits but do 
not gel anything in the years the company sustains loans However, cumula¬ 
tive preference shares arc better than the non cumulative preference shares 
because guaranteed fixed share of profit (dividend) every year is cumulatively 
realisable in the year the company makes profit While advancing money, a 
banker should always prefer preference shares to equity shares as a security 

ADVAKTAGES OF SHARES AS A SFCORtTY 

(1) Shares of good companies are easily marketable 

(2) Value of shares can easily be ascertained from Stock Exchange 
quotations published in the leading daily newspapers 

(3) Genuineness of titles can also be ascertained S ‘dy 

(4) Share prices are rather stable in comparison to prices of certain 
other commodities 

(5) Dividend income on shares reduces indebtedness of the borrower 
DISADVANTAGES 

(1) Canker has to pay the future calls m case of partly paid shares 
Such shares are, however, not accepted by banks for loans 

(2) Shares of newly fioated companies face vast price fluctuations 

(3) Registration of transfer involves a bank’s liability regarding forgery 
that may be committed in the transferor’s signatures 

(4) If the shares are not negotiable, the transferee does not get a title 
belter than that of the transferor 

(5) Time and costs involved m transferring the shares are heavy 

(6) Often bankers are not m a position to avail voting rights attached 
to the shares 

(7) At times, the borrowen may engage in cornering of shares of a 
particular company through bank finances 

PRECAUTIONS DY THE DANKER 

A banker should take the following precautions while granting loans 
against the seairity of shares of a joint stock company 

1 yippro\cJ shares Shares of every joint sfock company m/i/wr and 
should not be considered fit as a secunty for advances First of all, the shares 
should have been approved or recognised by the concerned stock exchange 
and secondly the lending bank’s top management can decide or select or 
approve its own list of shares to be accepted os shares While preparing a 
hst of approved shares, the banker should take into account the following 
(/; Financial stability of the company at revealed m the annual balance 
sheet and related statements 
(//) Age of the company 

(1//) Reputation of the company and its directors 

(/r) Marketability of shares 

(r) Fluctuations m the pnccs of shares 
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(m) Accumulalton or reserxrs. 

(wr) Future prospects of the mduslij m Eeoeral and the compam m 
pariicular 

SharesTiot apprOAed by the head office shoald not be actepied as 
security ocn if. in the opinion of the branch, the shares, offered might base 
good qualities of a sccuntj Pnor permission from the conlroJlins auihonty 

in case of non approx ed shares is a must, 

2. A^orirre of the eompani 's tusirvss Shares of companies engayed 
in the manufacture of iron and steel, textiles, chemicals or enmcetring and 
electrical goods, etc, are lilcly to remain stable in pncesniile those of 
companies engaged in tea, rubber and lounsm etc. face volatile pnee flucim 
Dons in the marlcL The future pro^tts of ihe companj and its national 
significance tan be known only through the type of business being carried on 
by it Companies engared ir lofrastrortoral activil/cs are more cconomicall) 
xiable than those encaged in coDsamer goods indnstries Where shares of 
two or more indusfnes in the Jisl approied b) the baulc’s manacement Itaie 
been offered as secunti, thebranch manager should prefer shares of companies 
encaged either la infrasiructured industries or companies nhose business is 
liLely to suffer less m the volatile price situation. 

3 Corrtpetfnco of Me cofrpan) 's nraioso/rfftf If the pe/soas zamagiog 
the affairs of the compan> are equipped with legal, financial, lechmea] and 
other eipertise, haie good ccpenence of manaciog the concerned industnal 
units and are honest and devoted to the company, the banker ts safe in 
accepting shares of such a compaof Hon^t} ranks hichest among all the 
other manacenal qualities and technical skills An honest minasem^nt 
can save the company from finaoefsl or other crises while a dishonest 
management will carry ihecompanj to its doom despite its financial soundness. 
The banker should also notice if aay changes feai c been made recent]) la the 
existing management of the company If the new maMEsjnent is more 
efficient, the company IS JiLely ro achieve nen miJestoaes on ihe production 
and financial front and if Ihe chaucc is doe to political manoeuvres, the new 
management might prove inefficient and hence the company’s viabilil} might 
suffer 

4 Mcflelabiht) of shares Shares hanng much public demand are 
easily raarketable while shares of a newly floated company with whom the 
public is not acquainted migbl Dot sell easily The banker should adrance 
on the security of such shares which have aa eas) matleiahihtj so that 
liquidity 15 mainUijEcd 

5 Ascertainment of the ralito An advance acainst shares cannot be 
made oo the basis of face value of shares offered to the banker Oslensibl), 
the value taken for computation should be the market value. The market 
value can be ascertained thrnugh the market quotations m periodical and 
daily Tlev^«paf)e^5 WTicre market quotations are not available, the banks 
should ascertain from the concerned company the price at which the last issue 
was made and whether il was at a discount, at a premium or at par 

kSTjerc the share prices have been quoted in the newspapers as‘cum 
dividend’, the bujer of such shares is entitled to current v ear’s or halfycar’s 
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dividend While making valuation of ibe security, the amount of the dividend 
should be deducted from the market price because such dividend is payable 
to the owners whose name appear in the register of the company and. m thu 
case, the borrower will get payment of the dividend w arrant but not the banker, 
so the deduction 

6 /tscertainmi.nf of title of the borrower The borrower should have an 
undisputed title on the shares which be is depositing as secunly with the 
banker The title can be ascertained from the Register of members of the 
company A declaration from the borrower should be obtained stating that 
shares are his own and he does not hold them as a trustee of any other party 
or as a co holder 

7 Partly paid shares not to he accepted The banker should not accept 
partly paid shares as security because Ihcya Iways entail a financial responsi¬ 
bility upon the banker 

8 Preference shares should get a preference As already mentioned earlier, 
preference shareholders get pnoniy in payment of dividend and assets over 
that of equity shareholders Where both types of shares arc available, the 
banker should opt for the preference shares as secunty 

9 Rightof hen or existence of any prior charge b!osl of the joint stock 
companies have provisions intheir Articles of Association that the company 
will have paramount right of lien on the shares held by the shareholder m 
case of any unpaid dues from the latter The banker is advised to send a 
'Notice of Danker s Lien’to the concerned company by registered post with 
acknowledgement due and the reply thereto, if any, from the company 
should be kept on record by the bank concerned 

The banker should also take a written undertaking from the borrower 
that he has not taken any loan previously on the security of the shares or 
no prior charge exists on them and also that, during the currency of the present 
loan, he will not create any other charge on these shares 

10 Margin Maintenance of proper margin is the prime caution for the 
banker jn case of almost all types of securities While advancing money, the 
banker should keep a margin of 20 to 30 per cent or more, as laid down by 
the management of the bank concerned, on the market value of the shares 
offered by the government Even during the currency of the loan, the banker 
should make proper adjustments in Che margin according to the fluctuations 
m the prices of shares and demand additional security for the Joan whenever 
necessary 

11 Legalprostsions regarding ad\ances on shares The Banking Regula¬ 
tion Act, 1949 imposes certain restrictions on the banking companies m 
connection With shares of Its own and shares of other joint stock companies 
According to section 19 (2) of the same Act. 'no banking company shall hold 
shares in any company, vvhethcr as pledgee, mortgagee Of absolute owner of 
an amount exceeding 30 per cent of the paid up capital of the company or 30 
per cent of us own paid up capital and reserves whichever is less ’ Section 
19 ( 3 ) further lays down that,'no banking company shall hold whether as 
pledgee, mortgagee or absolute owner, shares m any company in the manage¬ 
ment of which any managing director, or manager of the banking company is 
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in any manner concerned or mteiested According to section 20(1) (a) of 
the Act,‘no banking companj shall make any loans or advances on the 
security of its own shares * 

12. Scrut/n) of share certificates Adosc scrutiny of cacbshareccrtiScatc 
should be made by the banker It should be ascertained whether it stands m 
the name of the borrower and il is regular in all respects If any stock or 
share broker is borrowing funds from the bank, the ccrtificale need not be in 
the name of the borrower 

Where a share certificate denotes a large number of shares, the banker 
should be cautious enough against any forgery that might hate been done m 
amending the number of shares Share certificates should represent shares m 
marketable lots Certificates should neither be lorn up nor be mutilated 
Alterations, if any, in the certificate should hate been properly attested by the 
issuing authonty The banker should also tenfy entries of calls paid contained 
in the share certificate 

13 CreBUcm of charge o\er shares A mere talk of offer and acceptance 
of shares as security between the banker and the borrower docs not suffice 
The banker should sec that a proper charge otcr such shares ts created in bis 
fatour A charge on shares may lie created eiiher as Legal charge or 
Equitable charge 

LEGAL CHAUCE 

Legal charge can be created by iransfemng tbesecunty in the name of the 
lender Shares and stocks registered in the name of the borrower should be 
properly transferred by filling in a transfer deed in fatour of the banker so 
that the haoker or his nomircc is registered as share/slock bolder in the books 
ofihe issuing company Transfer of legal title from the borrower ts considered 
good by the banker for the following reasons 

(i) In case of default in repayment by the borrower, the banker can 
realise the money by selling the shares h ithout referring to the Court 
(ft) All the dividends and bonus shares will be receited by him which 
will further strengthen hts secunty 

fin) Bank’s title so created cannot be defeated by any prior equitable 
charge of which the banker t.-as unaware 
However, bankers show their reluctance id advancing against the secunty 
of shares for the following reasons 

(i) If partly paid shares have been transferred, the banker might be 
called upon to pay the remaining calls and any unpaid amount out 
standing so far* 

(ij) In a legal charge, the banker has to send the shares for registration, 
but by doing this he, in effect, guarantees the signature of the trans¬ 
feror In case such signatures tuni out to be forged the banker will 
be held liable for this 

(in) Legal charge invohes costs and lime If the shares are likely to 
be changed frequently or the debt is likely to be paid after a 
> Advances aaamst partly paid shares are oot lo be given lo tcdiMduals by beets 
under ihe Reserve Bank of India directive 
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silort period, the bank may not prefer the legal charge 

The borrowers too, sometimes do tioHtke to transfer legal fitJc of the 
securities to thcir bankers for the following reasons 

(1) Bankers often successfully shift the expenses of registration of transfer 
and re transfer to the borrosver 

(2) By transferring the shares, the bo/rower loses the voting right and if 
he IS a director of the company he might lose directorship also because of a 
fall in the minimum qualification shares with him 

(3) The fact of registration of shares lowers dosvn (he reputation of the 
borrower 

EQUITABLE CHARGE 

An equitable cliarge is created when (be borrower simply deposits the 
shares/stocks with the banker alongwith the signed blank transfer deeds The 
transfer so effected is not tegisicted in the books of the compnny concerned 
and hence (he banker and the borrower do not face the disadvantages of a 
legal charge mentioned earlier 

It IS also a general practice among bankers to get a ‘Memorandum of 
Deposit’ from the borrower specifying therein the purpose of the deposit and 
all other terms and conditions agreed upon The memoraadum should 
authorise the bank to sell (he securities m case of default in timely repayment 
of loan and a shortfall in the required margin This, m efTcci, gives the power 
of attorney to the bank to self the shares svuhout seeking any permission of 
the court 

The bank should also obtain blank transfer deeds signed by the transferor 
but without mentioning the name of the transferee and date of the transfer 
Incase of default in repayment by the borrower, (he banker fills in his name, 
puts (he date and proceeds for registration of the transfer m the books of 
the company Thus, the equitable charge is ultimately converted into a legal 
charge 

Equitable charge has its own merits and demerits So far as the merits 
are concerned, it involves less or no costs to the two parties, and it is easy to 
create without involving any technical formalities An equitable charge has 
the folloning drawbacks 

(1) An equitable charge may be defeated by a prior equitable charge or 
a subsequent legal charge The banker might not be knowing the fact of the 
equifabfe charge previously created «fsc«fte« on (he secanfies or the 
borrower must rot have disclosed this fact to the banker deliberately 
Creation of subsequent equitable charge cannot and does not affect the 
security of the bank, but creation of a subsequent legal charge, which is 
possible by obtaining fraudulently the duplicate shares froin the company on 
the pretext of original shares having been lost, can damage the banker's 
interests m the security. 

(2) In case of default in repayment ofthe loan, sale ofshares without 
the court's permission is not possible Ilowcscr, this situation can be 
asoided by obtaining a ‘deposit of memorandum* and blank transfer deeds 
from the borrower 
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(3) If the issuing company exercises ils ‘ncht of lien’ on the shares of 
registered shareholders, (he banler's equitable charge smII be adversely 
affected 

(4) Since the equitable charge on shares is not registered m the books 
of the issuing company, the infoimalion relating to bonus shares may not 
reach the banker and thus the value of the secunty might suffer 

(5) The banker cannot exercise voting nghu in the company If any 
adverse decisions arc taken the management thereby affecting the financial 
soundness of the company, the banker s sccunty will be indirectly affected. 

Inspite of all these draw backs, equitaole ebarce is an esrential formality 
in the following circumstances and hence the banker has to adopt it 

(1) WTiere an advance is meant for a temporary period 

(2) \Miere a small amount is involved 

(3) ^^l]cre the constituent holders of the shares deposited change loo 
soon 

(4) WTicre the customer s integrity is beyond doubi 

banker's PRICAUTIONS IN Ajr EQUITABLE CHARGE 

The banker should take the followiog precautions while accepting equit 
able litJe on the secuntics of the borrower Avoidaow of any of the 
precautions might cost the banker heavily 

(1) Sharecertificales. blank transfer deeds and amemorandum of deposit 
should be taken from the borrower 

(2) The borrower should be asked to sign iht transfer deeds before an 
authorised ofiioer of the bank 

(3) As far as possible, shares standing in the name of a third party 
(other than the applicant borrower) should not be accepted as security If 
unavoidable, securities in the name of the third party may be accepted after 
obtaining a'Letter of Renunciation’ from the owner of such shares, who 
authorises ihe borrovi cr to pledge the shares, and such owner should sign the 
transfer deed in the presence of an authonsed official of Ihe lending bank. 

(4f The kanlsr sboiiiS >ead 3 hUrj-to ihr jssiuag ccs^sy ssSirnDisg 
It cf an equitable charge of the banker created on the specific shares offered 
by the borrower 

(5) The banker should retain the shares m its possession till the debt is 
fully repaid 

(6) The ‘dividend mandate' (directing the company to pay all future 
dividends directly to the banler) should be obtained from Ibe borrower 

(7) In case of default lo repayment, shares can be sold only after the 
banker has served a reasonable notice of bis intention to the borrower 

(8) Advances on shares should be given to such persons, who are in a 
position to deposit the required funds m case of dow nw ard fiuctuations in the 
market puce of shares retained as sccun^ 

14 Filling in Transfer Deeds No charge, equitable or le^l, is effective 
unless a banker gets a transfer deed duly filled in by the borrower Incase 
of eqniiable charge, blank transfer deeds denoting shares m marketable lots 
are signed by the borrower and given to the banker so that the latter could 
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Use tlictn if the former defaults in making rcpajment Such deeds should not 
be dated In case of a legal charge ihe transfer deed should be complete in 
all respects so that shares could be registered uhen it becomes necessary m 
the name of the bank itself 

So far as the blank transfer deeds are concerned they should be sent to 
the company for registration at any time before the dale on which the register 
of members is closed for the first i me sfler such transfer The company will 
then put a date of receipt for rcgistntion and return them back to the trans¬ 
feree bank. Blank transfer deeds for shares deposited ns security with the 
following institutions are exempt from the provisions of registration 

(a) State Dank of India 

(b) any Scheduled Dank and 

(c) any other banking company or financial institution approved by the 
Central Government by notification m the Official Gazette 

The transfer must be made m writing in the prescribed form It must be 
executed by the transferor anJ handed o»cf to the transferee The habifity for 
registration is that of the transferee 


SPCCINfCNOF A TRAmPER DCCD 


Date of presentation 
to the prescribed 
authority 

SHARE TRANSFER FORM 
(Pursuant toScct/on WS(IA)ef 
the Companies Act 1956) 

For the cons deraiion stated below the iraftsferotts) named do hereby trinsfer to the 
ttansreree(s) named his (ihc r) eeecuiots. adm nisiraiors and ass gns the shares spec fled 
below subject to (he cond ttoos on whtch (he satd shares are now held by the transferorff) 
and the transfereets) do hereby agree to accept aod hold Ihe said shares subject to the 
conditions afoiesa d 

Full Name of the Company 

Number aod full descr pi on 
of shares 

No in No in Descript on 

fgoies words EquiiylPrefercnce 

Shares 


D sCinctire numbers 

\Vheiher the sa d shares are dealt 

In or tjuofed on a reeogn sed 

Stock exchange ‘ U reply to 
above is yes name of Stock 

Exchange should be Ind cated 


Trinsfet from 


Tramferotts) 
Sitnes In full 
(Preferably type 
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Coajideration* Ruptcs 
(In words) 


Transfer to transfereefs) 



Namefs) to full 
(Preferably type written 
or in block letters) 

(The name/names may be Elted tn 
before the mslnimeot is lodged 
with the company for registration) 


- 

Signature of witness 

Name 

(as Liidicalcd by 
the signature in 
block letters) 

Address 

Signiture(s)' 

of 

traosferorfs) 

- 

Dated th/s 

aine hundred and eighty four 

day ct 

one thoutaud 

PARTICULARS OF TRANSFEREE(S) 


TRANSFEREES 

M 

I 

n 

1 

Occupation Address 

cauer »! 
Husband i 
Naar 

Entered in the Register of 
transfers no 

Folio Specimen signatured 

of transfereefs) 

Approved 

Dated 




> If (be shares are listed on more than one leoosnised stock eacbasse nasie of any 
one such stock esebansc only need be indicated 

*Tbecoosideratioa money seSfoitb m a transfer may difier from that which (he 
first seller will receive owins (o subscQuent sales by the oiisma) buyer 

* Signature by thumb impression marks etc should be attested by a J p Maps 
trate. Notary Publicor a similar authority lioldinga public office and authonsed to use 
the seal ofhis office 

•Parliculan in respect of each transferee should be entered in the same order in 
which the tTanreree(s) names occur above 


/idrenen and ryptr of StcurUlti J4J 

REVERSE PAGE OF THE TRANSFER DEED 
. Names must be rubber stamped preferably in a straight I ne 
CTironofogical order should be maintained 


Name of delivering Rroker 
or Clearing Member 


Name of delivering Broker 
or Clearing Member 


Date 


Lodged by 
Ful Addreu 


Po“*r ot Anomey/Probalc/ 

Letters of AdminwtratKan/Death CertiliMte 


RegMtered wuh the company under 
No Dated 


(Signatures not initials, 
of broker Bask, 
or Stock Eechange Clearing) 


The banker sfiouM be caatiou* of the for^ transfers Any carelessness 
on this account may cost the banker heavily \Vh-n n transferee is a binker, 
he for registration of the Iritisfcr. senfies the genmn*ncs5 of the signatures 
of the transferor If a banker accepts shires as security from (he 
who holds them on the basis of forged transfer, the banker s habihiy to repay 
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to third parlies does not extinsutsh oco if ihc shares haic been registered 
m the banker's name or thej have been transferred again to another part} 
This habilit} emanalcs from the fact ibal a banker cannot get a right to seU 
the shares as an owner on the basis of a forged transfer Hazari Mo\ 
Sohan La! rs Saus!i Chandra Ghoshs the Calcutta High Court held that the 
real owner of the shares can cause thecompanj to register his name In 
Abdul VaJwcd Abdul kaiim m JJusan Ah Ghasia it was again decided that the 
purchaser of a share certificate does not geta good title if It in\o]\-ed a case 
of forged transfer Keeping in mcw these implications, the bankers alwajs 
demand the Brokers Bill alongnith the Share Certificate’so that ifanj 
forgery occurs, the banker could claim the amount from the brokers 
concerned 

RESniVE BKKK S DlRICTrt CS tOR ADVANCES AGAINST SHARES 

^Tico advances against shares arc made, the borrowers rrlam iheir 
V oling nghts, be it a case of Equitable Charge or a Legal Charge In the 
latter case, bankers accede to the borrower's request and allow him voting 
nchts through frorj Taking advantace of it. borrowers often engage 
themselves m cornering shares of a particular company with the help of bank 
advances The borrower thus manages to capture voting rights and cons* 
pires for wresting key management positions m the company In order to 
avoid this unhealthy practice, the Reserve Bank of India m 1970 issued the 
following directives to all its member banks in cocnettion with advances 
against shares 

(1) Bank advances over Rs 50,000 should be gnnted onlj when shares 
have been transferred to the banker s name and the voting nghts should be 
retained by the banbng company 

(2) Banking company shall not grant advances acamst shares if any 
condition has been imposed on Jt regarding exercising of v oliag nghls or the 
banking company has been required to issue prories in heu 

(3) No banking company shall grant advances against partly paid 
shares without the prior permission of the Reserve Bank 

(4) In case of existing advances loo the banker shall give a notice of 
35 days toils borrower in order to comply with the above provisions. In 
case of denial by the borrower for the revised terms, the advance shall be 
recalled from the borrower as early as possible 

(5) No banking company shall either grant or renew any advances 
against shares, where shares form a part of composite security (such as 
govermnccl bonds, fixed deposit receipts etc) 

(6) The banking company shall not ex*rciss voting rights of shares held 
as a pledgee without the prior peimissioii of the Reserve Bank of India 

However, the fiRt three points shown above are not appheaWe to 
advances against shares to share/stock brokers 

DIRECTIVES 113 CO OPERATIV t BANKS 

In late seventies the financial assistance granted bj cooperative banks 
against shares ofjoint stock companies had shown an upward trend Wth 
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a View to discouraging and prcvcniingco-opcrattve bink finance from being 
utilised for speculative purposes and other unliealthy activities, the Reserve 
Bank of Indn placed the following restrictions effective from April 22, 19S0> 

1 A(l\anccs to a siitgle party No primary cooperative bank shall 
grant or renew any financial assistance against the security of shares of joint 
stock companies to any one single party in excess of the following 

(o) Rs 5 000 in respect of banks whose total lime and demand 
liabilities do not exceed Rs I lakh 

(h) In respect of other citcgoncsof banks 5% of the total time and 
demand liabilities or Rs 50 000 whichever is lower 

2 Lfinits on lotal/inancial assistance against shares The total financial 
assistance granted by a primary co opcralive bank against the security of 
shares of joint slock companies shall not exceed 20% of the paid up capital 
and reserves of the bank and the total financial assistance granted against 
the shares of any one company shall not exceed 4% of the paid up capital 
and reserves of the bank 

CRtDiTORSItIP SCCURlTirS 

Debentures, debenture stocks and bonds are known as 'eteditorship 
securities' These securities guarantee a fixed rate of interest and are secured 
by a charge against the movable and/or immovable prop<.rly of the company 
These securities nrc called crcdiiorship securities because the person extending 
a debt to the company obtains rights of a creditor of the company He docs 
not stand in the same shoes as that of a shareholder Obviously, a 
creditofship security holder does not get any voting rights in the company 

Debentures and bonds consiiluic an important source of funds for joint 
stock companies Since these securities are traded at recognised stock 
exchanges a banker can safely advance moneys on the security of these 
instruments Debentures and debenture slock have the same difference as 
that of shares and stock While debentures arc always of a certain fixed 
denomination, debenture stock can be of any amount and in any fragment 
Debenture stock facilitates the holder to part with any amount and keep the 
remaining with him Debentures and Bonds are similar m nature. A 
debenture is an acknowledgcm-nt of debt by the company Palmer says, ‘a 
debenture is an instrument under seal that cvid'nccs a debt ’ According to 
Chorlcy,* ‘It Is a name given to the document by which a limited company 
acknowledges receipt of money which it promises to repay with interest at a 
future date and mortgages or charges its assets as security for its borrowings * 
According to Section 2 (12) of the Indian Companies Act, 1956, debenture 
includes ‘debenture stock', bonds and any other securities of a company, 
whether constituting a charge on the assets of the company or not ’ Thus, 

» Reserve Bank of lodia » Circular No ACD ID{l3C) 2763 R I "9 fO djied 19th 
April 19S0 and Reserve Hank of Indias Circular No ACD ID(DC> 2T62,R. 
dated t9th April 19S0 

» R S T Chotley, Law of Banking, 52. 
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It must be rcmeinbered that creation oFa charge ts not an essential requisite 
of a debenture although debentures usually bear a charge and lo common 
parlance It IS considered So In most cases, debentures are issued m senes 
after internals 

Debentures arc of se^cral catcgoncs le. redeemable, irredeemable, 
secured, unsecured, iaed term, pajable CO demand, etc Unsecured deben 
lures should not be accepted as a secunt) except uhen they are easily 
marketable 

While giving advances bankers usually prefer debentures over shares 
because of two fold advantages from the former over that of the latter First, 
the company IS under a contractual obligation lo pay interest to debenture 
holders at a fixed rate irrespective of the fad whether It earns profit or runs 
in loss Secondly, the status of a debenture holder is that of a creditor rather 
of a preferential creditor of the company and he can realise bis debt throueh 
court from the sale of assets of the company However, the debentures have 
a limited market as compared lo shares Where bankers prefer an element of 
liquidity, they choose to advance money on the security of shares Deben 
tures issued byMoDieipal Corporations State Cb-operame Land Mortgage 
Banks, Port Trusts, Electricity Boards, State Trading Corporation etc, bear 
a redemption guarantee from the Central or State Covernments Debentures 
or Bonds beanng a charge on the assets of the company concerned are accept 
able to bankers as security against loans 

ADVAKTACtS Ot DEBENTURES AS SECtfRITY 

Bankers have the fodotviag advantages from debentures as a security as 
compared to other secuniies in genera! 

(1) Debentures are easily marketable 

(2) Their transfer docs not involve heavy costs and tune 

(3) Tbeir prices are usually stable 

(4) Bearer debentures too are reekooed as fully negotiable 

(5) Even when the company goes under liquidation, debenture holders 
get a pnonly m payment 

DISADVANTAGES 

(1) Debentures might have been issued by companies having no 
borrowing authonty Thus, debentures may be held invalid 

(2) Irregular payment of interest may lead to price fluctuations 

(3) If the charge is not registered, subsequent charges get priority in 
payment 

(4) In case of registered debectnres mere possession of debentures does 
not give any title to the banker 

PRECAUTIONS BY THE BANKER 

A banker should takrc the following puccautioas in finalising its decision 
to advance money on the security of bonds and debentures 

(1) It should find out the goodwill of the company issuing the deben 
tures Whether the debentures have been issued at par or at discount 
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and whether the rate of interest ofTered is high or normal 

(2) The company issuing the debentures should have strong financial 
pcsiUon 

(3) Whether the company is authonsed to issue debentures 

(4) Terms on which the debentures have been issued 

(5) Whether the debentures bear a charge Is it a ‘fixed* or ‘floating’ 
charge ? Is it a 'first, ‘second’ or ‘third’ charge ? Usually debentures having 
a fixed and first charge should be preferred 

(6) What IS the mode and regularity of payment of interest ? 

(7) Debentures should be easily marlLCtable 

(8) The directors of the company should have managerial skill and 
integrity 

(9) Whether the company is suitably investing the funds accumulated m 
the ‘Redemption Resene Fund Investment Account* 

FORMALITIES TO BE COMPLETI D 

On getting convinced on the above points, the banker should proceed to 
have the following formalities completed 

(1) Metnoranduni of Deposit of Debentures The borrower should be 
asked to submit a Memorandum of Deposit’properly signed by him along 
with the debentures which he wants to {pledge with the banker When the 
company issuing the debentures happens itself to be the borrower, the 
‘memorandum of deposit’ should be signed at least by two directors of the 
company and ‘Common Seal’ of the company be embossed thereon This 
memorandum should also incorporate a declaration from the borrower (hat 
no further charge shall be created on these debentures till the repayment of 
the loan 

(2) Debenture Trust Deed When debentures bear a charge on the 
assets of the company, a 'debenture trust deed’ is issued by the company 
alongwuh every debenture The banker should ask the borrower to deposit 
such deed or deeds 

(3) Regisirnlion of the ehargf The banker should get the charge 
registered with the Registrar of Companies within 30 days of its creation For 
this purpose, he should file with the Registrar prescribed particulars of the 
charge together with the instrument, if any, by which the charge is created or 
evidenced or a copy thereof duly verified If the charge is not so registered, 
the effect is to render the charge soul as against the liquidator and creditor of 
the company This will reduce the security of the debt granted by the banker 

SECURITY OF GOODS 

Almost all classes of borrowers look for offering security of goods when 
they do not have or cannot arrange for any other security easily acceptable to 
banks Banks loo do not hesitate in accepting these securities since they get 
immediate control of something tangible which would ficilitate, when need 
be, reahrisation of the loan in foM or in part 3\haf is‘goods* ** Anything 
tangible has mg some utility and which can be sold in times of need is ‘goods* 
Section 2 (7) of the Sale of Goods Act, 1930 defines goods as 'every kind of 
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movable properti other than actionable claims and raonej and jncludes 
stocks and shares, growing crops grass and iljinas attached to and fonmng 
panoflandnhiehareagreedtobeseseredbeforesaleoTundcr the contract 
of sale ’ 

Goods maj be of several catcgoncs Some maj b- perishable or short 
hied while others may be durable Some raay be acncultural senji indnslnal 
or industrial goods or we may call them as raw matenals. semi finished or 
finished goods Importance of goods oi ^«wir> increavrs with the degree of 
their durability, utility and saleability Commercial and industrial concerns 
seckadiances on the security of goods for their working capital require¬ 
ments dunng the period between one harvest to another or during tie 
processiog of raw matenals into finished products and upio their 
consumption These adi-aaces are also called as tnrenton Ixuts 

India being predominantly an acficultural country, almost all rrp^ of 
economicacliMties hinge on the quantum and quality of acncultural produce 
available dunng any parJicular year India is aUnrreloned among the primary 
pioducinecounlncsand all sonsofraw matenals need hank finanring till 
theiT final marketing \\itb the expansion in banlunr neinork, small traders 
and big farmers in far fiuoc areas also look to banks for advances on tbs 
security of goods such as raw matenals Goverament aeennes and public 
sector units too depend on bank advances on goods Commercial banks in 
India make Jdvances on coods to the borrowers cncaced in a'Ticuliurc, planta 
tions, mioinc and quarrying manufaclunne, trading and others According 
to the statistical data available the scheduled comtneicial banks in India had 
advanced nearly 86 per cent of the bank credit acamst cood> The major portion 
of this credit (5a%) went to the mdusinal sector for wotkiog capital require- 
mems Selected aericuliural or consumer goods generally accepted by banks 
for advances arc foodcrams, sugar and Ihandsan, oil'^ecds, vegetable oils, 
vanaspati, cotton and kapas, and raw jute 

MERITS OF '{KXIQS* AS A SECURm 

1 Rf/iohfe lan^ih/e secmiu Goods aic tanuiblc ihincs They can 
be seen, weighed measured and transported They can be d*<cnbed as to 
where, what and how they are The security oFgonds enablesa bank to rely 
upon Itself m case of default by the borrower Unlike guarantees or bills of 
exchange, goods are considered to be the belter seruniy because of this 
chanicfenstic 

2. £as} ra^uanon Valuation of goods to be pledged is easy because 
market quotations about such goods can either be known from Krishi Upaj 
Macdics or from newspapers and periodicals. 

3 SiabiIit\f>fpTiefS Prices cdgoods which are necessaries of IJc such 
as wheat. cotlOD. oilseeds, suear, etc , do oot fluctuate much in normal tim“s 

This keeps the value of tne security stable and the banker does not have to 
bother about compensating the chanees in margin 

4 Short peitod ad\a}ices Advancesagamst goodsare generally seasona! 
and hence for short periods A hank docs not have to block its money for 
a fun years, unlike immovables Iitsa wekoming feature for the banker 
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becntise a major portion of its funds are received through short term deposits 

5 Hanker's control The possibility of repledging the same goods by 
the borrower is avoided since the goods are kept under the lending bank’s 
foefc and key 

6 Easy warketahiht) Goods are more easily saleable than immovable 
properties Commodities such as wheat and sugar are readily marketable 
always and every where Bankers always prefer consumer, durable and 
manufactured goods m steady demand 

7 Dnersljiedgoods to eonsimiers TradcB, who take advances on goods, 
utilize the funds in procuring stocks of variety of goods, which ultimately 
satisfy consumer’s demand for diversified goods 

8 Lest lime and /on rot/ The security of goods involves less expenses 
and simple formalities from the banker’s side 

9 Trade cycles molded Advances against agricultural commodities 
save the whole nation from trade c>cfes There might be deflationary ten* 
dencies in times of bumper crop or there might be inflationary pressures m 
times of floods and droughts Financing of crops makes possible their reason 
able storing marketing and distribution and avoids economic crises 

10 Good title The banker gets a good title in goods if the borrower 
IS an honest and a reputed person 

DEMERITS or GOODS AS A SfCURITY 

Goods as a security have good points as well as bad points The demerits 
are discussed below m brief 

1 Deterioration or damage Goods pledged with the bank are likely to 
detenorate in quahty or their quantity gets ifTccted due to ucathcr changes 
or improper storage for a long time TTus constantly reduces the value of 
the security held by the bank 

2 Risks of fraud and cheating Dishonest borrowers are always a 
danger to the bank In giving advances against goods, o banker is not spared 
from frauds if the person pledging the goods ovcrstilM the quality or quantity 
If the goods are under lock and key of the borrower, he might rcpledge it 
elsewhere to the detriment of the banker 

3 ProbUm of storage and stiperMsIon Tlie banker may not have its 
<nvn adequate Stonge facility if the goods in bulk quantity have to be pledged 
Counting and checking ofcach and cveo Hem may also not bejvossiblc for 
the banker every time Taking advantage of these circumstances, unscrupulous 
borrowcR often commit frauds 

A price fluctuations Changes m fashion or demand of some consumer 
goods may also lead to price fluctuations affecting thereby the value of the 
security 

5 Lack of fionest ande^efent godonn keepers Vhere goods in bulk 
quantities are to be stored and public warehouses arc not available goods 
have to be stored in private godowns hut the lack of honest and efliCTcnt 
godovvn keepers may cause a problem to the pledgee bank 

Tramporl ani scllini;problems Transportation charges are high in 
case the goods to bo pledged are m bulk quantities If their ule is to be 
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e/fected, Jbe goods lia\e to be frans^rted to stJch piscts Trhcre pnccs arc 
ruliDg higli If ihe ttorJjng office of lie bank has been shifted to another 
place either the watch on thcac goods or iran'^poriation thereof becomes 
difficult 

7 Difficvliies in loluation or gradation Some goods are so scarce!) 
traded that their trarket quotations are not timel) available On the other 
hand, some goods are difficult to be graded or some goods have so many 
varieties that finding out the exact grade and its price takes tunc- 

8 Tinzeconnmiing If the boTTower intemSs to repay his debt in lastaJ- 
mects and wants to get released his goods ja small quantities, it bcccms a 
disturbing and time consuming affair for the banker 

9 Barehouse-keoper's hen If ibe goods arc stored la a OoiemraeBt 
Warehouse and if there arc anv unpaid charges, the warehouse-keeperenjoj-s 
a Ilea on the goods stored If the borroner dcfaolts m pa'ing the warchoase 
charges regularij. the hanler has fo ensure periodical pa)^?^ of such charges 
othenvtse hts interests as pledgee arc lilcl) to sdCct 

PRtCAtmOHS BV BAVKZRS 

Keeping the aforesaid demerits in View, a hauler shootd he qnitc cautions 
m accepting goods as a secuntj for the mone) advanced by it The following 
precautions are desirable on the part of the banker 

1 C/taracifr, Capsrit) and Cap tat of the Borrenrer Before pentmg any 
advance aeamst goods a banker should thoroughly ascertain the character, 
capacity and capital of the borroner.wbo should bean honest and trustworthy 
person The banker's own past experience about the intrgntv of the customer 
IS the best guide The borrovier’s goodwill in the market and his trust¬ 
worthiness with fellow bankers can also throw sufficient light on lU The 
borrower nausl also possess knowledge of trade, business talent and practical 
experience He should know when and where the goods should be sold Not 
only this, be should have invested bis own captal in the business so that he 
does not encage in spcculatne activities Failure to take notice of any of 
the abov e three Q might put the banker to av oidable loss 

2 Seleetton of the commodn} tMiile accepting any commodity as a 
secunty for advance, the banker should be famihar with its ‘demand’ and 
‘quality’ aspects He must enquire whether the commodity is a necessity or 
luxury and whether its demand is seasonal, constant or elastic. Consiuner 
goods of daily necessity are readily acceptable everywhere and hence have 
good marketability The goods should be “standardised’ so that m case 
of the borrower’s default to repay, the banker can sell the goods without 
difficulty and loss of time He should never advance against old goods or old 
packings 

2 Banker should be m touch the marhet reports The borrowers 
always tend ro show overvalualJOD of Iheir goods The banker should remain 
in constant touch with the market quotations and reports so that he coold 
evaluate the goods on bis own He should also venfy the value of goods from 
the onginal invoice or documents of pBiehase and find out the facts Proper 
V aluaiion of goods also helps to work out the correct margin on the secunty 
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4 Possession of the Goods and iheir Examination The banker should take 
possession of the goods and examine them to ensure that they are in order m 
quantity and quality, as mentioned by the borTo\scr in his loan application 
Delivery of goods may cither be actual or constructive 

5 Adequate Storage by the Bank A banker should take special care in 
storing the goods pledged with it Storage is necessary not only to guard 
against pilferage of the goods but to avoid detenoration in their quality and 
loss in quantity The precautionary points in regard to storage are 

(/) Where possible the bank’s own godown should be used for storage 
In the absence of this, public warehouses or where these too do not 
exist, private godowns should be taken, for storage 
(/i) The godown should be safe from water, fire and easy pilferage 
(i/j) The godown should not have loo many windows or doors If it is 
so, all the doors should remain closed for ever except one or two 
doors as the need be, for entry 

(iv) The godown should have an lod^endent entrance so that whensoever 
necessary, the bank oflicials can inspect the godowns 

(v) The godown should bear the banker’s lock on which the banker's 
name should be engraved 

(yi) Hazardous goods and non hazardous goods should not be stored in 
one godown Separate godowns should be used 
(Fit) Where a banker does not have direct access to the godown, it should 
lake an undertaking from the borrower or a ’letter of access’ allowing 
the bank officials to inspect the godown, as and when necesury 
(»/i) Where the bank’s own godown keeper IS employed, he sfould wear 
the bank’s name badee He should record all movements of goods m 
and out of the godow n m the relative register 
(/x) Goods should not be moved out of the godown without an authority 
of the bank 

(x) Special care should be taken about the goods retained in the 
godown for a long period 

(xi) A godown register should be maintained showing serial number of 
the godown, storing rapacity, details of the goods kept m the godown, 
goods issued out, etc 

6 Loans for short periods The banker should allow loans for a short 
period because some goods are likely to Wither in quality and deteriorate m 
»dstf to thisstfc tfFeclt 

7 Affixing Bank's Name Plate and Charts The bank should affix its 
name plate outside the godown where ibe pledged goods are kept It should 
be affixed by nut and bolts m such a way that it is prominently visible to the 
passers by The name plate should show the words ‘Hypothecated to the 
Model Bank Ltd Godown No ’ A chart showing details of the goods 
kept in the godown and goods issued to the borrower date wise should be 
affixed on the walls inside the godowns so (hat the inspecting staff could easily 
know the stock position by a cursory look. 

S Goods to he aJi-quately lasmed Goods kept m the godown should be 
adequately insured against all risks such as fire, thcB, nots and war cte 
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Insurance policies generally contain an ^average clause', which means that if 
full value IS not insured, the insurance company will pay the damages in 
proportion of the insured value to total value of goods stored The value of 
goods stored always exceeds the value of the loan because of margin The 
banker should therefore insist m insuring the goods to the full extent of the 
value of the goods stored If the insurance premium has been paid by the 
banker, it should he debited to the borrower’s loan account 

9 Adeqiiafe niargirt/o be mainraiwd The banker should not forget to 
keep a margin on the value of the goods pledged according to RBI directives 
under its ‘Selective Credit Control Policy* An utmost necessity or urgency 
shown by the borrower should not deter banks to violate or overlook the 
margin requirements Even after granting the loan, if prices of the goods 
pledged fluctuate downward, the banker should demand additional security 
for the difference so occurring 

10 *Deposit MeimranJum' anJ'Dcences' The banker should demand 
a ‘deposit memorandum’ from the borrower for the goods pledged It should 
he signed and dated by the borrower himself and evidenced by two other 
persons Besides, the banker shonld also demand licences or permits and 
certified copies thereof which the borrower is required to keep for dealing m 
goods such as tobacco, spirit, raedicmes, dntgs, sugar, radio/T V sets, etc, as 
the case may be The banker should not make advinecs to persona, who are 
not licence holders and thus are deemed as law breakers 

11 Borroner's vmlerieiktng Tn case of goods hypothecated in the 
premises or godown of the borrower, the banker should obtain an undertaking 
from the former that no previous charge exists on the same goods and alto 
that dunng the currency of the loan he Will not create any charge elsewhere 
on the same goods with any other banker or creditor 

12 Proportional release of goods Tf a borrower has been allowed to 
repay the loan in instalments, be is also entitled for the proportionate release 
of goods from the godown All such deliveries must be authorised by the 
Manager or any other competent ofRcial through formal ‘delivery order*, 
specifying therein the quantum of the goods to be released 

13 Periodical inspection of goods in the godoi^n In order to avoid any 
discrepency or unauthorised tise/dclivery of goods pledged, the bank should 
anange periodical inspectioa of such goods by its oflicials but at irregular 
intervals 

14 Conduction of the borrower’s loan account Where a borrower has 
hypothecated the stocks and the bank has allowed him a drawing limit fhere- 
agamst, the banker should be cautious about the following points 

(0 The debit balance in the account should not exceed the drawing limit 
fixed by the bank 

(n) The account should be equalised before the start of the new season 
If a debit balance still exists, suitable explanation should be de 
manded from the borrower and fresh limits scaled down 
(ifi) The borrower should conduct the account only for genuine trade 
needs Speculative aclivitiev, if any should be curbed then and 
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maistewnce of books 

Besides taking the precautions mentioned above, a banker should properly 
maintain the following books for its borrowa] accounts against security of 
goods 

1 Secvril) Register It should show details of all the securities obtained 
by the bank 

2 Produce Loan Ledger All accounts relating to loans given on the 
security of agricultural produce are kept in it 

3 Slock Book It should show the quantum and quality of goods 
pledged and goods released from time to time 

4 Inspection Register Particulars regarding godowns, particulars of 
inspection, comments and initials of the inspecting official concerned are 
given in it 

5 Insurance Register This book contains details of all the insurance 
policies and the goods insured 

6 Ae) Register It should show details of keys of the banker's locks 
placed on each godown, name of borrower/godown keeper, dates of issue and 
return of such keys 

SECURITY OF DOCUMENTS OF TITLE TO GOODS 

Security of documents of title to goods is as good as the security of goods 
Itself Documents of title give ownership rights on the goods mentioned 
therein to the possessor of it According to Section 2 (4) of the Sale of Goods 
Act, 1930, 'a document used m (he ordinary course of business as a proof of 
possession or control of goods auihonsiog or purporting to authorise either 
by endorsement or delivery, (he possessor of the documents to transfer or 
receive the goods thcrcb> represented ' Thus, a transferee of the documents to 
title gets the same rights as (hat of a puitbaser of goods The ultimate 
secunty m case of documents IS also stock of the goods represented by the 
documents 

The chief characteristics of a document of title to goods are 

(1) The person possessing the document is recognised as a possessor of 
the goods covered by it 

(2) The possessor of the document gets an authonty to receive the goods 
or to transfer them to another person or party 

(3) Transfer of the document is possible by its endorsement or delivxry 
or both 

(4) The transferee of the document can take the delivery of goods in his 
own right 

(5) Documents of title to goods are known as quasi negotiable instru¬ 
ments 

Pledge of documents of title (o goods (antamounts to (he pledge of the 
goods Itself The documents represent the goods In O^cul Assignee of 
Madras Ts Mercantile Bank cf //i<fi<i(AIR 1935 AC 53), it was held by the 
Privy Council that the pfedee of a railway receipt was the pledge of goods 
represented b) it and not merely a pledge of the actual document Hence, if 
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the railway receipt was pledged with tke banl before insohency of ifce 
bonower, the bank would be entitled to recenc sale proceeds of the goods, 
but not the offinal assignee becairse a banl«-’s Iten exists on the receiot Esfa 
if the bank hands o\er the railwav receipt to the pledger to enable him to 
collect the goods froEQ the railway company and place It la a warehouse oa 
behalf of the bank, the pledge non’l be disturbed {MercanUJe Sink Ltd rj 
Union of Indjg, ]965) In the same eas* Jt was also dended lhatdocufflents of 
title to goods can either be pledged ibe owner or by bis mercantile agrat 

There is much difference between the ‘documents of title to goods’and 
‘documents showing receipt of goods’ While documents of title are trans¬ 
ferable, receipts of goods are non transferable Farther, the person pessMs 
lag the document of title has a pnor charge over the goods represented bj 
it even if the transferor becomes an lasoheni Such goods are taken ‘out of 
the order and disposition of the losolvenl* under Section 52 (2> (c) of Ibe 
P/esidenc) Temns Insohenc) Act, 1909 That is, if a document of tide has 
been endorsed to a banker as a sccuniyand the borrower becomes an msol 
vent, the official receiver tu//not jneht** such goods in the assets of tk? tnsoJ 
rent and the banker gets a pnorii) far rroJtsoncii of his loan from the sale of 
such goods On the other hand, ibe non transferable *rcceipts of goods' do 
not confer any pnor charge on the transferee banker as such. 

MFRITS OF DOCtllEKTS OF FTTLE AS A SFCURltY 

The documents of title are also considered to be tbe best secun^ 
John Paget observes ‘providedtbe banker is dealing with honest and res 
ponsihle penons, documcots of title of goods arc convenient secunlies for 
advances Tlcir ments are 

1 Pledging of documents IS as good as the pledging of goods 

2 These documents arc easily iraosTcrable although they are treated as 
quasi negotiable instruments 

3 Tbe transferee gets a free legal title and takes delivery of goods m 
his own fight 

4 In case of insolvency of the borrower, the Official Receiver has to 
exclude such goods from the assets of tbe insolvent 

5 Tbe banket does not have lo bother about the storage of the goods 
represented by these documents 

6 The pledgee banker also enjoys all tbe remedies as the owner of the 
goods would have against third parues for deprivation of or injury to the 
goods 

nSMERTTS OF ‘DOCUMENTS OF TITLE’ AS A SFCDRITY 

This security has inhcntcd all the dements which arc prevalent in a 
sccunty of the goods itself Uk equipped with some extra disadv’antsaes 
also mentioned below 

(1) Risk offroad and dishonesty Documents ofhtlc do not givcany 
guarantee about the quality and quanuty of the goods mentioned therein. 


Paget s op ai, 303 
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Bills of lading often bear a clause stating‘weights and contents unknown’ 
Taking advantage of It unscrupulous and dishonest traders may manage to 
give false description of the goods m the documents of title The banker does 
not get any opportunity to verify the quality and quantity of goods repre 
sented by the documents which have false description, and consequently, the 
banker suffers and he cannot hold the document issuing authority responsible 
for It Besides wrong descriptions, forged documents may be pledged or 
figures of quantity or amount may be fraudulently raised by the borrower 

(2) Non ncgoiiable documenis The documents of title do not fall m the 
categories of negoliabJemsfrumentssucb as cheques, bills or promissory notes 
The transferee of the document docs not obtain a belter title than that of the 
transferor If the borrower has a defective title, he will pass on the same to 
the lending banker, inspite of his being a ‘holder in due course' 

(3) Difference between documents of title’and‘thctmtcnls as receipt' If 
a banker is not familiar with the implications of the difference between these 
two and lends against a document as receipt, he cannot save the related goods 
from inclusion 'm the order end disposition of msohent' on the borrower's 
insolvency 

(4) Unpaid 1 endor's right The unpaid vendor of the goods has been 
conferred upon a right by Section 53 of the Sale of Goods Act, 1930 to stop 
the goods m transit If the borrower has not fully paid the pnee, the docu 
ments of title pledged with the banker may be worthless if the vendor has 
stopped the goods in transit and instructed the transporter not to deliver the 
goods >0 the possessor of the documents to title 

(5) Mmise of uuiemnuy bonds When documents of title to goods such 
as RR/GR are lost, the owner is allowed to take delivery of the goods repre¬ 
sented by the documents after executing an indemnity bond to the transpor 
ting agency carrying the goods Some borrowers may misuse this provision 
of indemnity bonds by making a false excuse ofinvmglost the document, 
while, in fact, the document is held by the tending banker 

PRECAUTIONS BY TIIE DANKER 

Keeping in view the demerits in the security of documents o'" title to 
goods the banker should take the following precautions • 

(1) Advances should be made to honest and trustworthy parties so that 
chances of fraud or forgery do not occur 

(2) While accepting the documents the banker should thoroughly 
scrutinise the documents 

(3) The documents should not contain any prejudicial remark about the 
packaging of the goods such as ‘goods not packed properly’, ‘defective packa¬ 
ging’ or ‘containers not upto mark* Even if no such remarks exist, the 
banker should advance against such documents which are accompanied by a 
packaging certificate’ from a standard packaging institution 

(4) Goods represented by the documents should have been properly 
Insured against all risks in transit 

(5) The banker should get ‘bill of lading’ endors-d m blank by the 
consignee borrower so that the liability of payment of the freight falls upon 
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Ibe botiower 

(6} While accepting documents as secunty, a ‘letter of hypolhecation* 
or a 'memorandum of deposit’ should be obtained from the borrower 

(7) The borrower should be asked to give an authority to the banker 
to sell the goods m case of default m payment 

(8) The banker should obtain all the copies of Bills of lading because 
if any copy is presented to the captain of the ship he is under no obligation 
to enquire about the title of the holder He will deliver the goods to the 
person presenting any one copy of the bill rf lading without knowing about 
its pledge to the banker 

(9) The earner or transporter of the goods should be intimated by the 
hanker of its interests in the related goods and not to deliver the goods to 
anybody else till the discharge of the debt 

(10) The banker should also obtain an authority from the borrower to 
clear the goods from the fransparter and store them under his custody The 
borrower should bear the expenses 

(11) Wheceier documents are banded over to the borrower for spenSc 
purposes but before obtaining full payment, the banker should insist on a 
(rust deed from the borrower 

(12) The transporter, warehomckccpcr etc should be persons of repute 
and trustworthy so that falsification in documents issued by them doesnot occur 

IMPORTANT DOCUMENTS OF TffLE TO GOODS 

The banker should understand Ibe importance and implication of each of 
the documents to title so that it could make an adequate scrutiny of the 
documeats before advancing any money against them The number of 
document of title is rot eertam, it may differ according to the provisions of 
the law and customs and practices prevailing la the country coaoerned We 
shall take up the follosving documents for our discussion 
(1) Bill of Lading 
p.) Dodf Wa/rant 

(3) Warehousekeeper’s Certificate 

(4) Wharfinger’s Certificate 

(5) Railway Receipt 

(6) Warrant or Order for delivery of goods 

(7) Other documents 

Section 2 (4) of the Sale of Goods Act, 1930 also confirms theaboveclassifica* 
lion and keeps open the way for inclusion of any other document which is 
considered as document of title to goods according to the customs and practices 
prevalent in the business circles of a particular region 

1 nans of i^dino 

‘Bill of landing’ is a document of lop most importance m the 
foreign trade mvol\ing shipping companies as carriers It may be 
defined as a ‘document issued and signed by the ship owners, their 

agent or captain of the ship acknowledging receipt oF the goods mentioned 

therein for carnage to a specified port of destiaattoo, undertaking to deliver 
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the goods in the like order and in the same condition in which they have been 
received, to the consignee or to ha order or assigns, on payment of the 
freight and other charges specified therein * 

The special features of this document arc 

1 It IS a receipt of goods by a shipping company 

2 It has full particulars such as exporter's name, description of the 
goods, special marks, number of packages and weight port of destination, 
importer s name and the freight paid or to be payable and any other terms 
and conditions decided between the shipper and the shipping company 

3 Once the bill of lading has been issued, the shipping company 
undertakes to carry the goods to the port of destination 

4 The goods can be delivered at the port of destination to the consignee, 
to his order or to assigns 

5 This document can be transferred by endorsement and delivery but 
because of its quasi negotiability the bonaflde holder for value docs not get 
a better title than that of the transferor If the Innsferor has stolen the 
document, the transferee will also get a defective title and will have to bear 
the liability like the transferor To quote Sir John Paget, ‘the only 
exceptional feature akin to negotiability possessed by bills of lading is their 
^ knowledgcd capacity to defeat the unpaid vendor’s right of stoppage m 
transit when transferred with authority to a bonafide iransfcrce for value' 

6 The bill of lading is always issued m a set of three copies bearing 
the nnrk 'original, ‘duplicate* and ‘triplicate' respectively The shipping 
company delivers the goods on the presentation of any one of these copies 
rendering the other two copies melTcclive 

7 The bill of lading is only a pr/ma/tfci<* evidence of the packages of 
specified mirks or identification numbers having been received by the shipping 
company Thus, the shipping company dees not certify the contents of the 
packages or bales etc and therefore docs not take any responsibility on this 
account 

Tipcs of Bt\h of Lading There arc five types of bills of Jading, the 
first three being most prevalent among the mercantile circles 

(1) Clean bill of lading Any bill of lading wherein the shipping 
company docs not give any adverse remark regarding packing of the goods or 
condition of the container, is called a clean bill of lading 

(2) Foul bill of lading When a bill of lading expressly declares the 
dftfets of the packaitin^ or the container, it is called a‘foul bill of lading’ 
Any bill of lading which is not clean is foul 

(3) Through bill of lading Any bill of lading which provides for the 
carnage of the goods partly by one shipping company and partly by another 
or partly by sea and partly by tail showing an inclusive freight is called 
•Through Bill of lading’ A through bill of lading can also be‘clean’or 
‘foul’ bill of lading 

(4) Shipped bill of lading NNTicii the goods stated in the bill have been 
received on board of a named ship and are being earned to the port of 
destination, the hiH so prepared is called a ‘Shipped Bill of Lading’ 

(5) ReieneJ for Shipment bill of lading or Reserred for Shipment bill of 
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hiing When a shtppmg company has taken charge of the goods, but not on 
board (ill the avadabdity of the shtp, the bill of lading issued is ■called 
‘Rcccised for Shipment Bill of Lading’ or ‘Reserved for Shipment Bill of 
Lading' 


SPECIMEM OF A BILL OF LADING 


Cargo FoTiE ‘D 


Shipper 


B/LNo 1 
J95 1 

Consignee-order of 


Ref No 


- Unto Order - 


Notify Add 

Export Stocks Ltd . Jxpan 
Tokyo,Japan 


Local Vessel 

From 

Ocean Vesiel 

Port ofLa ding 




Freigbi payable at 

No oroneinal 




Bill of Lading 


Marks and Ntimbers 

Number and kind 

Oescription of 

Gross 

Measure- 

i 

of packages 

go^t 

w«ght 

meat 


Letter of Credit No of 

NATIONAL ORIENTAL BANK 

Nile Ililfon—CAIRO 
Via Alexandia 

THIRTY NINE <3» BALES EGYPTIAN COTTON 
(As per pctfonca dated 31st December 1983) 
ORIGINAL 

Shipped 00 Board 
25lfi February i9$4 
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The caffier shall have right to adjust the 
freight in case of change in the relation of the 
Bnti'h Pound Sterling or the currency in which 
the freight is calculated to the U S Dollar 
belHcen the time of booklug/acceptancc of the 
goods for carriage and actual date of payment 
of the freight The carrier shall be at liberty to 
demand payment of freight in Japanese Yen or 
inU S Dollars or in any freely transferable 
curreocy at the highest rate of exchange quoted 
between receipt of the goods by the carrier and 
payment of freight or in accordance with the 
custom of the port 


Freight and Charges 
Freight paid 


REVERSE SIDE 

In witness whereof the Master, Owner or 
Agent of the ship has alTrmed to the oumber 
of Bill of Lading 


Hopkins Staley lotemitionat Ltd 


Number of Packages (m words) 
THIRTY NINE 
Dated 25lh February 1984 

Hopkins Staley Iniemational Ltd 
(As agents for the Master) 


PRECAOTIOVS BY BAKKEM 

A banker shouW take the following ptecautiona while advancing against 
a BilIofUding(B/L) 

(1) As far as possible, a banker should advance against Clean’ and 
‘Shipped Bills of Lading All other types of bills should be avoided 

(2) Since the B/L is a quasi negotiable instrument, it should be accepted 
from persons of business jntegrtty only 

(3) The goods represented by the B/L should have good marketability 

(4J The banker should obtain all the three copies of the bill of lading 

(5) Dill of lading should he marked ‘Freight Paid 

(6) Bill of lading should be endorsed in ‘Blank’ 

(7^ Tbe £oods iesenbed /a tbe B/L should he propefiy ensured 

(8) A ‘letter of bypolhecatton’ in favour of banker should be obtained 

(9) On arrival of the ship at the destination, the banker should arrange 
to collect tbe goods and keep it in the warehouse m tbe name of the banker 

2 DOCK WARRAKT AND WAREUOLSt WARRANT 

•Dock’ IS a place where loading and unloading of ships is done A ‘dock 
Warrant’ is a document issued by a dock company, stating that ihtf goods as 
desenbed therein and entered tn tts books ire dclivcnWe to the person 
mentioned or his assigns by endorsement It should have been properly 
stamped 
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A ‘warehouse warrant’ is a document issued by warehousekeeper contain¬ 
ing the same statement as m the dock warrant In this case also the goods 
are deliverable to the persons meotroned th^in or his assigns These two 
documents are also considered as ‘quasi negotiable instruments’ and the 
transferee cannot get a better title than that of the transferor 


SPECIMEN OF A DOCIC WARRA>rr 


No 






Dated 

19S4 


Wananl for _ . imnorlgtl ijj the thia MsKtr- 

fiQM entered by 



drlivcrablr to 


Or assigns by endorsements hereon 

Rent comnirnre^ on tho 

and th» 


chifees from the dale hereof 


RATE CHARGED 


Marks 


Number* 


Grot* 


Weight 


Tare 


Ledger No . 


.ClerV 


.Warrant Clerk 


Folio. 


PRECMITIDNS 

A banker should take the following precautions while awcpting a ‘dock 
warrant’ or a ‘warehouse warrant' as a secuniy 

( 1 ) The borrower should possess high mtegnty because these documents 
are 'quasi negotiable instruments’ and the defective title is transrcired to the 
transferee also 

(2) The Dock Company or the Warehouse Company should have busi 
ness reputation and trustworthiness 

(3) The dock charges of other chafes should have been paid by the 
borrower The banker should be aware of the Dock Company or Warehouse 
Company’s lien over the related goods 

(4; The banker should register hnnself as owner of the goods with the 
Dock Company or the warehousekeeper So that any unauthorised dealings 
do not occur 
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(S) The banker should aiso okain a Memorandum of Deposit from 
the customer 

warbiousekccper’s certificate and receipt 

‘A warehousekeeper’s certificate’ is a document given by (he warehouse¬ 
keeper certifying that he holds the goods, as described m the certificate, 
at the disposal of the person specified therein This certiOcalc is usually 
treated as ‘deposit receipt’ and therefore the words ‘non transferable* 
are marked on It Ifthc owner of the goods wants to remove the goods 
from the warehouse or to transfer the title to someone else, he should first get 
a ‘warrant’ from the warehousekeeper and then assign it in the name of 
siio\heT person Thus, it does not have even the element of quasi negotiability 
which the other types of documents of title usually have 

It is a general practice among warehouses now a days to issue ‘warehouse 
receipt’ instead of a warebouse-certiGcate’la order to restore it a transfer 
ability With the establishment of the Central Warehousing Corporation in 
1957 and State Warehousing Corporations subsequently in various States, the 
instinct of transferability assumes special importance for the traders and 
agriculturists The Reserve Bank of India has granted certain concessions 
so that the bank advances on the security of ‘warehouse receipts* are 
popularised Still the provistoo of‘transferability’dilTcrs from State to State 
Section 32 of the Bombay Warehouse Act, 1959 provides that a receipt 
issued by a warehousekeeper shall, unless otherwise specified on the receipt 
Itself, be transferable by endorsement and delivery Some other States have 
still to amend their law suitably in order to restore transferability to the 
nVarehouse keeper's Receipt* However, impiie of elTorts on the part of 
certain States to accord ‘negotiability* to the warehouse receipt, the docu¬ 
ment still does not acquire fuH negotiability m the strict sense falling within 
the ambit of the Negotiable Instruments Act, 1881 So the bonafide holder 
for value docs not obtain a better title if the transferor’s title is defective 

SPECIMEN OF A WARCIIOUSEKEEPER S CERTIFICATE 


No_ Dated. 

NOT TRANSFCRASLC 
M/s_ 


We hold at your disposal h evr warrhouM as per eondiuonsoo back hereof 


S S 


Ex 


W arehousc-lceper 
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SPECIMEN OF A WAREHOUSE RECEIPT 


S No 


Eocstioa of Warehouse 


No of ihe Warehouse 


Warehouse Ljcence No 

Valid upiQ_ 

Dale of Issue of Receipt _ 

Received frora_ 

Depositoi) soods of the follouing descnpiioa 


Description 

ofEO^s 


Class, Staodard, 
Quality or 
Grade 


No of 
Paclrages 
or Lots 


(Name and address of the 


Name and/or 
Net Quantity Licence No of 

hy w«sht/ the^^ciglrtcf/ 

measures Classifier/ 

Sampler 


CesditlOa of goods tGoodfFair/Aseraget - 
Private marks of the depositor oa the packaces. if aov 

Rate of itcjncg and other charges ________ __________________ 

lasurtd agai&st loss or damage by fite/burglary/Oaod/noi/eieil commooon or others vith 
. _<Naffl< of the lasuranee Company) for the amount of 


Rs 


The goods are accepted for storace frora_ 
to_ 


Dated^ 


SEAL 


Sigsature of the 
Warehouseman or bis 
egeot 


The goods mentioned btloware hereby released from the f e ce ipt for deJnery from 
the Warehouse Any unreleased balance of poods hsubyect to a ben for unpaid charges 
and advances on the released portion 


SEAL 


Date Quantity Released St^ature Quantity Due on Receipt 
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BACKSIDE OF THE RECEIPT 

Certified that the good* covered in the receipt No Weiehmy 

(ifi wortfi -- - ) tinfy, Vtere weighed ud placed ia Warehouse No ____ 

in my prerencc on_ .. Date _ _ 


ENDORSEMENT 

Please deliver to the Model Bjnk Lid 


WarehouKmsD 

Slocked In Warehouic No 
Eotd Stock Register Folio No 
Enid Dep Ledger Folio No_ 


For M/t ACC A. Co 
Partner 

Date_ 


PRECAUTIONS 9V CANKERS 

A banker should nor advance against Ibe security of‘uarebousekeeper'i 
certificate* However, it can decide to advance money in case of a 'warehouse 
receipt’ but after taking the foffowing precautions: 

(1) It should be seen as to whai type of warehouse is bciog employed 
Is It a private warehouse, public warehouse. licensed warehouse or a field 
warehouse? The banker should prefer a licensed and public warehouse 

(2) The banker should study the law of the respective Slate goveming 
the functioning of warehouses 

(3) Where a borrower presents a •warehovseleeper’s certificate' at 
secuniy. itie banker should insist on getting it issued m liic banker*! own 
name 

(4) If a warehouse receipt is produced as security, it should be a 
TRANSFERABLE one 

(5) The banker shouW check the genurnencss of the warehouse receipt 
The warehousekeeper’s signature and his endorsement on the receipt should 
also be verified 

(6) It will be a matter of prudence for the barker to inspect the ware¬ 
house and check the quality and quantity of the goods stored 

(7) Penod of storage should be an important consideraiion for the 
banker Goods stored for n long period should not usually be occcptcd 

(8) The goods should be properly msund The policy should be in the 
bank’s name but the premium should be recovered from the borrower 

(9) The banker should take possession of the warehouse receipt and 
the borrower should be osked to sign a *men}oranduin of deposic ’ 

(10) A written Intiraalioa, in duplicate, should be sent to the warehouse¬ 
keeper about creation of the baoler’a charge on the related goods The 
warehouseman should acknowledge receipt of this intimation by signing 
and returning the duplicate ropy 
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(]]) The ^-arehousekceper should release tbe goods onlj on receipt of 

a -KTiHen aulhonty from the baoier 

(12) An additional nndertabog should be obtained froa the borrower 
that durmc the currency of tie loan hewilj not tale deliiery of the goods b> 
furnishing an‘indemcitj bond to the frarthouseman 

(13) Where the borrower demands pan-dehveiy of the goods by 
rcpa>mg the debt in instalments, the banker should issue suitable ‘dehierj 
orders’ to the warehouseman 

(14) WTiile ads-anang against a ‘transferable* warehouse receipt, 
the banker should lumt the loan to the real owner of the goods. Dealings 
with the first, second or subsequent transferees should be asoided because 
there is a greater n^L of title bsiHE a dcfectn t one 

(15) The borrower should be asked to pay all the rents and charges 
regularlj to the warehousekeeper 

4 -W-HuRIlhGEP’s cumriCATE 

A ‘wharr is a wooden or stem pbtform beside which the ship mas bs 

moored for loadins or unloading. The goods are first unloaded on the 
wharf and then broucht totbe'docl:' A‘wbarfincer's certificate’denotes 
that the goods, as specified lo It, ha\e been recened bs the owner of the 
wharf Since it is onlv a‘Receipt’, it is sot counted as a donnseat of title 
m Ihe sense or‘transrerabihij ’ If ibe owner of ihe coods wants dehiw of 
the goods Indeed wnh the whaifinser, the former will ha\e to request the 
latter for the issue of a ‘^Tiarfinger’s Delneo Order’This deheer^ order rnll 
be ‘transferable* bv endorsement and this document will be Heated as a 
‘quasi nccotiable’ instrument 

So far as a banker is concerned, be should adopt the usual precautions 
in giving edsances against a wharfiucer’s certificate as are required in case of 
advances against a w arehonse receipt. Additional precautions in this regard 
are • 

(1) A wbarfinger’s certificate should be obtained in the banker’s 
name Where a certificate stands in the came of the borrower, the Whar 
finger’s Delivery Order in the name of the bank should be obtained 

(2) A raemorandum ofdeposit and an undertaking not to create anj 
charge elsewhere on the same goods dunng the cuireacj of the loan should 
be obtained from the borrower 

(3) The banker should we that early arrancenienls are made for the 
removal of goods from the wharf either to‘dock’or to some warehouse so 
that goods are not destroyed damaged or stolen due to weather changes or 
any other untoward occurrence 

(4) All the rents and charges of the wharf should be paid regularly by 
the borrower 

5 RAILWAY recd?t 

A Railway Receipt is an acknowledgement of goods received bj a 
Railway Company undertaking to cany the goods to a railway station at 
the destination on payment of certain amount of freight and ether charges 
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either by the consignor or by the consignee 

The following are the specialities of a railway receipt (commonly known 
as R/R) 

(1) It IS a receipt of goods to be transported by the Railway concerned 

(2) It IS a contract of affreightment between the Railway and the owner 
of the goods 

(3) Railways have a right to realise freight and other charges mentioned 
therein from the owner of the goods or his assigns 

(4) It IS a document of title to goods 

(5) It can be transferred by an endorsement and delivery 

(6) The Railway undertakes to handover the goods cither to the owner 
or his assign on the surrender of the R/R or an indemnity bond in lieu 

(7) The R/R is either at owner's risk or at Railway's risk railways 
carry goods mostly on the owner's risL 

(8) A suit for short delivery or damages can be filed against the 
Railway by the consignor However, a transferee of the R/R could also file 
a suit m the capacity of an owner [Union of India oun/ng South Eastern Admi* 
mstrathn, Calcutta \s Ram Prasad Moot Chand Asarnal (AIR 1971 
Bombay 52)] 

PRECAUTIONS BY SAKKCR 

Railway receipts are the roost commonly accepted document of title to 
goods lodged as a security with banks for shortterm borrowings While 
accepting R/R as a security, the banker should take the following precau* 
tions 

(!) In order to avoid frauds and misrepresentations by giving wrong 
description of goods, (he R/R should be accepted as a security from parties 
of business repute 

(2) The banker should verify the description of goods narrated in the 
R/R with that given m the invoice 

(3) The banker should inform the railway authonlies at the railway 
station of the destination, about his interests m the goods so that no 
unauthorised person could take delivery of goods by producing an indemnity 
bond 

(4) ‘Treight Paid R/Rs' should be preferred by the banker 

(5) The date of issue of rhe K/R sftouW 6c carcfu/(y noted f/ormaffy 
old receipts should not be accepted because cither the goods represented 
thereby might have reached the destination and if not taken delivery of too 
much demurrage might have been due thereon 

(6) The R/R should be on'Railway’s Risk' However, if it is on the 
‘owner’s risk’ proper insurance cover most have been taken thereon 

(7) The R/R should be duly endorsed m the name of the banker or his 
order The bank should affix its name stamp on the R/R 

(8) The goods represented by the R/R should be easily marketable 

(9) If the goods have reached the destination, arrangements for getting 
their delivery and lodging them securely iQ a godown/warchouse should be 
made at the borrower’s cost, otherwise the goods will incur heavy demurrage 
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6 DELIVERY ORDER AKD DELIVERY WARRANT 

Any documcDi signed and sent as an order by the depositor of the goods 
to the custodian of the goods to deliver the goods or part thereof to a person 
named therein or his assign is termed as a 'delivery order* On receipt of a 
delivery order, the custodian of the goods issues a Viarrant to release the 
goods The specialities of this document are 

(1) Delivery orders are normally addressed to the vvarchousckccpen. 
ship owners, T^harfingers and dock companies 

(2) Delivery orders are essential when the goods depositing agency has 
simply issued a certificate or receipt for the goods deposited and suet 
certificate or receipt is rot transferable 

(3j Delivery orders are quasi negoDable mstnimeots A transferee 
cannot get a belter title than that of the transferor 

(4) Delivery orders are transferable by endorsement and delivery 

(5} Until the delivery of the goods is obtained or a ‘delivery narraot’ is 
issued by a warehouse, the original person in whose name the goods were 
deposited has a right to annul the ‘delivery order’ 

PRECAUTIONS BY BANKERS 

^Vhiie advancing against the security of delivery orders, a baolcr should 
take (he follotving precautions 

(1) The borroner bringing the delivery order should be an honest 
person and should have business reputation 

(2) The banker should check the genuineness of ibe delivery order 

(3) Merc possession of a'dclivery order’ by the bank has no significance 
Tbe banker should immediately proceed to get a ‘delivery warrant’ from the 
custodian or to get delivery of good" 

(4) The delivery order should not be too old 

(5) The price of the goods represented by the document should be 
calculated frorn the available daily quotations 

(6) The goods should be readily saleable 

(7) Jf dunog the currency of Ibe loan, the borrower requests the banker 
to release some goods for sale, Ibe banker will have to issue a fresh delivery 
order m favour of the borrower 

(S) The hanker should also obtain a letter of authonty to sell the goods 
m case of a default in repayment by the borrower 

(9) ITlIie borrower requests the banket to release all the goods for sale 
so that he could repay ihe loan outstaadiag from the sale proceeds, the 
banker should get a ‘Trust Receipt’ signed by the borrower 

LIFE INSURANCE POLICY AS A SECURITY 

‘A life insutance policy u a document containing a contract between the 
insurance company and tthe person taking the insurance in consideration 
of a lump sum or periodical payment of the premium, the former undertakes 
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to pay the assured a specified amount on the cspiry ofa certain period or on 
the death of the assured ’ 

Thus a ‘policy' is a formal and stamped document signed and issued on 
behalf of an insunnce company embodying the terms and conditions of the 
contract between the parties It also contains the date when risk begins, the 
sum assured, type of the policy, age of the assured mode of payment and 
amount of the premium etc It is issued to the proposer after the proposal 
form having been duly filled m and signed and submitted by him along with 
the amount of first premium to the insurance company and the company has 
accepted it Life insurance policies are of several types but the most popularly 
known among them arc (1) Endowment Policy, (2) Participating Endowment 
Policy and 13) Whole Life Policy The purpose of these policies 
is either to provide finance for the old age and retirement of the assured or 
for cernm importmt sicnl oblipitions such as marriage or education of the 
children of the assured or to provide for Ills dependents in case of death of 
the assured 

A life insurance policy becomes void in the following cases and all claims 
and benefits accruing therefrom Clisc at once 

(1) An titcorrecl stoiement or uiiMio/Jing of riiaieriat faets b} ifie assured 
A contract of lifv msunnee isicontnct ubernmae fid i (contract of the utmost 
good faith) If the person takim* the insurance misrepresents or conceals the 
material facts about his life, the msunnee company mayrcpudiatethe contract 
inspite ofth-fict uhether the assured person was doing it knowingly or 
innocently Put no insurance policy shall be disputed after it has been issued 
and remains m force for two consecutive years 

(2) huliire t> pai the premnsm The person taking the insurance 
undertakes to pay the premium rvgularty If he defaults m paying any insia] 
ment withm the first two years of the commencement of the policy, the 
policy lapses 

(3) I loUition of Suici K Clnust. or am other elause If any life policy 
contains special restrictions regarding sutcidcorany nsLyjob such as working 
in mines and the assured violates any such restnction, the insurance 
company has a right to rescind the contract 

IMrOkTAKT aCRMtSOLOGY Or LWr IVSURANXX rOLlCIfS 

Itefore granting anv advance on the security of life insurance policies, a 
banker should be quite conversant wjib the important technical words that 
arc oflcn used m conncclion with the life insurance policies They are 
discussed below 

(0 Instirahie Interest The person taking the insurance should have an 
•insurable interest’in the life of the assured No insurance policy can be 
enfonreahre w iihout the cristence of ‘insurable interest 

‘An insurable interest means the existence of financial and lawful interest 
of l1 c pvrson taking the insurance m preservation of the hfi. of the person 
assured ’ Continuance of hfc of ihc assured should be benefi-.ial financially 
and death of the assured should cause a financial loss to the person who takes 
the insurance Thus, insurable interest ts net a thing which occurs on 
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account of‘naluralloie and affecura'crdne to «;fnU 25 ?rU! espstaticas or 

anuet} It is a mix of «,c'icra] fcclon; but haqcally tb; bw of tiu bad pcr^ails 
above all tbe msBrab]eialcre*:iDnsJ eii«a a! lit time oflatini; ibr jasurancf 
policy Subsequent presence or absence of mstirsble lotmst is cf no lapoit- 
ance One may have insurable interest in his own life. A pT^on may also 
haie msuiable interest in ihe !i\es cf olber pen«ns S 2 v, his * 100 . danriiter, 
creditor. prxnapaJ debtor tic. Encicnce of 'insnraWe interest' is a p^ 
supposinoo, unless contradjacd bt the assured, m the foUoninp cases 
One's ewn life but contradjclion nefl pos'ible. 

Husband's interest in the life cf his snfs 
^^Ife's inteiest m the life cf her fcu'baad. 

In the followmc cases, insurable inlere«a has to be pm-ed by the pers^ 
setting insoraoc* 

( 1 ) Child’s interest m the lift of falber 

(li) Father’s inTerest m the fife cf son »f the fonncT 1$ drp^dret cn hm. 
(ill) Creditor's interest in the fife of deh«or to the esleni of the debt. 

(n) Surety’s interest in the IiTc cf pnncipiJ deblo' 

(r) Sister's interest in the life of her brother if she ir dependent on tie 
brother 

(n) Partner's interest in the Ines cf co-panaen. 

(ill) Employer's interest la the life cf ihe t^plo^tes. 

2. hnwarjot orp-’/n Acco'dme to Section'9 cf the InsuranaAet, 
I93S, ‘any person bavuc insurance on hi$ own Lfe can Dominate aav other 
Prison or persons to receii e lonnev of the poTirr m the event of the assured's 
death So nominee is a person who an be appealed at the nse of talisg 
the polio or snbseqnentJy bat not brioad the lime whea thepnli^iastDres 
or death of the insured occurs. The policy holder is free to caned or daa^ 
the nomination before the pobey matures. The oonintt stands to ysTO only 
aficr the poiq matcTK but not dunne the currency of the policy tMare the 
policy matnrw dunnglhe life lime of the person awjrefl or where the aommec 
dies before the maturity of the poley, the Domination stands cancelled- In 
such case, the amonut is payable 10 the policy holder or his hens or ins letal 
reprasentalMK. 'WTien the pohey is tranJerred or assigned, the noranation 
stands cancelled automatically 

3 Assserjntn^ cf p'>7j't \ life insurance p'^bey possesses the cencral 
uhsradenstics of ‘property* The polio can be ^d. iDPrtp3*'ed or he 
pten as agjfi But it is up! a Degotisble mslruacnl. It does not pass free 
from ^or equities. An‘assicomeai* is the method by which a policy can hr 
transrerred to another person According to Section 3S (!) of tic Imuranor 
Act, 1958, ‘a transfer or assinnmeni ofa policy of life msuraacs whether wtih 
or without consideration, may be Tnartp only by an cndorsemml upon the 
policy Itself or by a separate mstrumenl sicned m tsther case by the tianrfecor 
or liy the assignor or his dnlj amhonsed agent and attested by one witneSK, 
specifically stttinn forth the fact of trensTer or assignment.* 

Sodi transTex or assignment shall not be complete or efi'ecUTe nalss its 
noUoe has been defit ered lo lie insurer Ktnics rausi be delitwed to ihe Life 
Insurance Coiporstion of India at its rriatrvc divisional branch cScc. The 
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date of delivering the notice will regulate the prionty of allclaims between the 
assignee and other persons 

FORM OF ASSIGNMENT BY THE ASSURED 


I ihc Within named (give the name) for valuable conilderaiion do hereby transfer 
and assign all my lights liile and inttitst m the wiihm policy and all moneys due there 
under including bonuses already accrued or thereaficf to accrue and the benefits of the 
tame to the MODEL DANK LTD and ais assigns and declare that the reccipt($) of the 
said Bank shall be good and valid discharge of all money payables under the uid policy 
as if the reccipl(i) where signed hy myself my hcits, executors and assigns 

Witness s signature and address Signature of the assured 

Place - Plac e 

Date_ Date 


FORM or NOTICE OF ASSIGNMENT 


To 

The Life Insurance Corporation of India 
Divisional Office 


Dear Sir. 

Rfg rolrcy No _ on the Uli Of 

Shrl____ 

Please take notice that lANc have on this dav __ 

assigned ihe policy referred to above io the MODFL BANK Ltd and the oiigmat policy 
with assignment endorsed thereon lias been delivered to the Dank Please acknoviledge 

receipt of this notice and forward the poliTr lo the MODEL BANK LTD _ 

after the registration of the assignment in their favour 

A eeriified copy of the said assignment Is enclosed 

Yours fallhfutly, 

place (Signature of the policyholder 

and the assignee where necessary) 

nste_ 


On receipt of tlic nonce, the insurance company shall record Ihe fact of 
assignment The company shall give a written acknowledgement of Ihe receipt 
of such notice on payment of a fee not exceeding one rupee From the date 
of notice, the assi^ nee shall be recognised by the insurance company Ilowew. 
such assignment may be absolute or conditional 

When the pledgee banker obtains the pa)ment of the loan, he should 
reassign the policy in fasour of the assured borrower 

4 PeiJ up policx. PjH up soW and lapsed policy WTien a policy 
bolder after paying lie premn continuously at kast for first two years, docs 
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not pay further premia, his policy is treated as a 'paid up policy’ and its 
‘paid»up value’IS ascertained The'paid up\alue’ is the product of sums 
arrived at by multiplying the total amount of the policy and the number of 
instalments of the premium paid 1^ the assured and dividing these tivo by the 
total number of instalments of the premium In other words, it may be said 
that the amount of the sura assured is propoftionatelj reduced by the 
number of instalments of prcimum not paid by the assured The 'paid up 
value’IS payable to the beneficiary only after expiry of the time p^od, as 
agreed upon in the policy, or after the death of the assured, whichever is 
earlier 

‘Lapsed policy’ is a policy where ibe person taVmg the insurance stops 
payment of instalments of the premium even before the completion of two 
years of the insurance A lapsed poli0 is considered Id be dead or dis* 
continued and the policy holder does not get any benefit out of such policy 
The insurance company foifeils ihc imlatnicnls or premia deposited b> the 
policy holder upto the policy in rendered lap<ed However, lapsed policies 
could be revived tf the concerned policy holders request the eompen) to do so 
after repaying all the past dues, wiihm six mocihs of tbe policies getting 
lapsed 

5 Surrender Value ‘Surrender Value’is llie value winch is armed at 
in respect of a policy for which the O'sured has paid premia for at least two 
or more iban two years and wishes lo surrender iht policy to ihe company in 
lieu of a lump sum payment without wailing for the expiry of the full period 
stipulated in Ihe policy Surrender value locrea^s with each payment of the 
premium When a policy holder is not in a position to continue payment of 
tbe prerQium, heopts to surrender tbevalue and obtain whatever amount is 
made available to him by the LIC in lieu of ibe surrender 

MtRrre OF THE LIFE INSURANCE POLICY AS SECURITY 

IVith (he establishment of Ihc Life Insurance Corporation of India on 
19th January 1956, ihe life insurance business m India has well been con 
snlvdajftd Juid .irmiruJ iipnonslhe best 

collateral for bank advances on account of (he following good points 

1 Easy \aktatwn The'evaluation* or‘surrender’value of a policy can 
be known easily from the concerned branch office of ihe Life Insurance Coipo* 
ration (LIC) The surrender value of a policy is the amount which the 
insurance company is ready to give on suirenderiDg the policy The surrender 
value communicated by the LIC ro tbe fending bank is the most authentic 
value and needs no calculation by the bank itself 

2 Continucus increase in the lalue of the security IVlth the passage of 
time, the value of tbe policy offered assecunty automatically increases as tbe 
payment of each successive premium by Ihe borrower enhances (be surrender 
value cf the policy Additions of bonus every year also increase the value 
Even if the borrower dies during the course of the loan, Ibe bank has full 
security sufficient to reabse the loan 

3 Assignment of the policy The life insurance policy can be legally 
assigned to anybody including a banker Since the assianmenl is registered 
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by tbc concerned branch oflice or the Life Insurance Corporation, there arc 
no chances of any forged assignment The assignment gives power to the 
lending binK to icccivc payment on the maturity of the policy or on the 
borrow'cr's death whichever is earlier 

4 Lcissupcntsion less expenses The registration of ossignmcnt of the 
policy With the LlC facilitates the lending bank an easy supervision over it 
Not much supervision and expenses arc involved in this security as happens 
m case of securities like produce goods gold ormments and even shares and 
stocks The banker has to simply keep a watch on the regular payment of 
premium by the borrower 

5 Verification or the Utte Is \er\ easy The banker can easily know, bv 
enquiring from the LIC, whether the borrovser holds genuine title to the 
policy Even if the banker does not enquire, this fact would automatically 
come to light when the policy is forwarded to the LIC for registration of the 
assignment made by the borrower assured in favour of the banker 

6 Qoo! l\qmclit\ The sccunty of life insurance policy has a good 
liquidity to the extent of its surrender value In ense of non payment of the 
premia by the borrower, the bank can surrender the policy and obtain its 
payment from the LIC Further, the policy is self liquidating in case of death 
of the borrower 

DCMERtTS or IMSURANCC fOLICY A$ SCCURI1Y 

Inspilc of so many idvaniagcs m accepting the LIC policy os a sccunty, 
there ire certain pitfalls which cannot be lost sight of These arc 

] The contract of insurance mat be repudiated As already stated, the 
contnet of insurance IS a contract of Mammae/»</£•/ The contnci is likely 
to bt repudnted at any lime by the insurance company for the breach ofgood 
faith by misrepresentation or concealment of material facts by the borrower 

2 Jkinker s liohihiy in case vf non payment cf prenuwM The borrower’s 
failure to pay reguhrly the premium instalments of the policy may compel 
the banker cillicr to surrender the policy or to make payment of the unpaid 
premia If the policy is not continued for a certain minimum period, it will 
lapse thus causing Joss of the security 

3 lio/ufioi of RcstncHte Clauses mm tniahdaie the policy If the 
insunnee policy bears certain •mirjcincclauscs’, such os ‘suiodc clause’, and 
the assured violates it and commits suicide, tl c policy may be held void there¬ 
by rendering the debt is unsecured 

4 Z)»/tCfi»c lm\ relaiiiiz to assfennicnl The assignment, according to 
the prevailing law, becomes eJTcctivc from the date of the endonement and 
not from the date of registration of asstgnmei t with the LIC If the borrower 
has already assigned the policy by an endorsement on a separate ihp in 
favour of‘omebody else, which the banker do^ not know, but which has not 
been registered with the insurance compaii), the former assignment "ill gel 
the pnorily over that made later in favour of the banker This is to the 
dcinmcnt of the banker 

5 Pc/ectixe provision unJtf Mamed llomcn's Propertt Act Life insof 
anec policies falling Within Section 6 of ihc Mamed Women’s Tropeny Act, 
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3874 cannot be legally assigned to the banker Any policj taken by a tmTc 
for the benefil of her husband and children or by a husband on Ins ov>n life 
for the benefit of his wife and children cannot be assigned since by taking 
such policies a ‘trust’ is created in fa\our of the beneCcianes and such ‘trust’ 
cannot be transferred 

6 Procedure for reMiing a lapsed pol C} IS complicated If at all a polics 
lapses due to non payment of premia, its renval a. difficult and insohcs lot of 
time and expenses 

7 Duplicate policies create problems On the loss of the original policy, 
the Lie issues a duplicate policy but persons of dismlegnty may misuse it by 
getting a duplicate policy on false grounds and pledging these t\%o vuth two 
separate banks thus endangering the interests of the banks concerned 

PRECAUTIOSS BY BANKER 

For a Joog tune, life insurance policies nere not considered to be a good 
security fur the bank adsances Authors like J VV Gilbert (in his book The 
Logic of Banking) were categorical m their \iet\s that‘a banker should never 
make any advances upon the life policies*, but scholars like H P Sheldon (in 
his book practice and Lav^ of Banking) held that life insurance policies should 
be one of the most commonly acceptable securities because the r value go's on 
increasing svith the passage of time If any banker tak-es the following pre¬ 
cautions IQ the light of dements of these securities, there is do risk id advanc¬ 
ing against life insurance policies ^ 

1 £n£i'onnien/ policies should be preferred There are several types of 
life insurance policies but all are not fit for books as a security A bankcx 
should always prefer ‘Endowmenl Policy* or ‘ParlicipaliDg Endowment Policy* 
because such policies have an early maturity 

2 Existence of an insurable interest Barring eertam cases where the 
insurable interest is presumed to eMSt, the banker should ascertain without 
fail that the borrower has an losurablc interest in the life of the assured 
Insurable interest should exist at the time of taking the pohey It may or 
may not exist subsequently during the currency of the policy 

3 Adnission of age of the assured Any life insurance policy can be 
invalidated by the LIC if the proof of age has not been produced before it 
either at the time of taking the policy or before maturity of the policy The 
premium rates are determined on the basis of age and if the person taking the 
insurance has understated the age, the policy won’t be effective agamst the 
LIC and no claims can be made The banker would be safer if the aee has 
already been admitted by the Corporation 

4 Ascertainment of surrender sahie The banker should ascertain the 

‘surrender value’of the policy from the coQ«rned diMsional/branch office of 
the LIC Any verbal or telephonic message on this account from the LIC 
office should not be recognised unless a written reply is received from it, 

5 ^fargrn on the surrender salue Although in calculating the surrender 
value, the LIC keeps a margin on the amount of premia deposited with it, yet 
the banker should also keep a margin of 10 to 20 per cent over the surrender 
value communicated to it by the LIC 
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6 No prior encumbrances on the policy The banker should find out by 
enquinng from tfic borrower and Ibe Lie that no prior encumbrances exist 
on the said policy If the LIC has already granted a loan to the policy 
holder, then Lie's lien Viilf be there and the question of the banker making 
an advance against the policy does not arise 

7 Proper assfgnmeni m faxour of banker The assignment should be 
made on the policy itself It should be signed by the policy holder and 
signature and address of each witness should also be given The assignment 
should be made in the standard form Assignment may not be necessary 
where equitable charge could be created but in case of securities such as life 
insurance policies equitable charge by the banker (by retaining the policy with 
it) IS not advisable because of several risks 

8 Pegisirauon of assignment An assignment itself docs not suffice, it 
should be registered with the Ltfc Insurance Corporation Serving a notice 
to the LIC by the lending banker is important as m the absence of the notice, 
the Corporation cannot be sued by the assignee for realising the policy money 
Secondly, although priority m assignments is based in order of the dates 
they were executed but so far as the Corporation is concerned, the priority is 
counted from the date of its receiving the notice of the assignment 

9 An uplodaie and regular payment of premium It should be verified 
by the banker «f the borrower has paid upto date instalments of the premium 
For this purpose either the premium receipts from the borrower may be called 
for or a written confimation be obtained from the Life Insurance Corpo¬ 
ration It should also be ascertained if payment of the premium has been 
made regularly by the borrower in the past Jf he has made defaults more 
than once, the margin or the security should be increased 

For regular payment of the future premia, it will be advisable for the 
bank to get standing instructions from the borrower for paying the premia 
by debiting his account 

10 An irrciocable surrender letter be obtained Besides the formal 
assignment, as discussed earlier, and us registration with the LIC, an irrcvo 
cable surrender letter should also be obtained from the borrower authorising 
the bank to get payment of the surrender value of the policy from the Corpo¬ 
ration m case of default in repayment of the loan This letter may be worded 
on the following lines 

T hereby authorise you to accept the surrender of my life policy No 

for Rs from Bank (here insert the name of the bank to 

. • .1 ... t.j..—Ir "•signed all my 

■ -I < • ■ ■ •, ■ ' ■ ' Thu autho- 


(Bencficiary of the Policy) 
11 Not toodtanee on certain types of Policies The banker should not 
advance against certain tj-pesofpolicics,such,as ‘Industrial Insurance Policy,’ 
tducational Policies, Short term Insurance Policies, because this may create 
ndditional burden on the lending banker Besides, policies falling under 
Scctionbof the Married Women's Property Act, 1874 should also be avoided 
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J2 Some other prccatiliotis 

(i) The hanker should always demand the original policy from the 
borrower 

00 On production of the duplicate policy the banker should have its 
authenticity confirmed by the Corporation 
(im) In the event of death of the borrower during the currency of the 
loan, the banker should collect 'death certificate’either from the 
medical practitioner, who bad treated the policyholder during Lts 
illness or at the time of death or from the incharge of the electric 
crematorium or where the deceased was crcamalcd or the Panchayat 
or Municipal Corporation where his death was regislered, as 
the case may be 

SECURrry of immovaulf pROPrary or real esfate 

Immovable property or real estate is a tangible asset which cannot be 
moved from the place where It is situated although its ownership can he 
transferred only after completing a host of formalities Land and buildings 
ate the most commonly known assets falling under this categojy As a major 
portion of the resources of commercial batiks are payable on demand, they 
do not want to block their funds in fixed assets such as properly However, 
with the increased tempo of construction activity m the country and large 
scale participation m Its Cnancmg by land mortgage banks, housing societies 
etc , banks cannot remain aloof from financing (he modest needs of owners of 
the real estate Bankers generally combine ihis security with the other 
securities when the latter are not sulficicnt to cover the loan Traders 
hypolhecaling their slock in trade put forward the security of immovables as 
an additional cover (called collateral lo banking parlance) when demanded to 
do so by the lending banker 

MERITS OF 1AIJ10VAM.E rHOFERTV AS A StCWRITy 

The security of immovable property is not as worthless and despicable as 
IS considered in the banking circle generally Jt has (he following merits 

t Prelude ic wisecured adionees Advances agaiost immovable property 
serve as a prelude to an unsecured lending When borrowers do not have 
anything else to offer as a security, it is better for the lending banker to accept 
this security rather than to grant an unsecured advance m the first instance 

2 Income ^lehlmg Most of the immovable properties are income 
yielding in the form of rent This goes to reduce the burden of the borrower 

3 So chances of frauds Once the legality of the ownership has been 
examiBcd, there are no chances of frauds to be committed by^ the borrower 
The banker can inspect the properly himself lo verify its particulars given by 
the borrower This security is not fake the goods m the godown where tbe 
banker may be duped by unsernpuJous customers by giving wrong descriptions 
about the quantity or quality of the goods pledged Chances of remortgaging 
the same property elsewhere arc also minimum unlike pledging of shares and 
slocks 

4 Sutlabihty for Bank's min use Some buildings may be suitable for 
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Use as branch office of the bank In big cities, where good accommodation is 
Very scarce and costly, banks usually advance money to persons in dire need 
offunds and accept buildings as a security. The lending bank keeps on 
crediting the loanee's account with the monthly rental incomes from the 
mortgaged properties 

5 Eas) sahabiUty In the present age of ever rising prices, the craze 
for land and buddings has increased the saleability of properly 

DCMtRtrS OF IMMOVAntE TROPERIY AS A SECURITY 

Although immovable properly is a tangible asset and has several attrao 
fions for a lender, who has perfected in dealings of immovable property, 
bankers still hesitate m advancing money against the security of immovables 
on account of several difficulties involved in the process These are the 
following. 

1 Difficulty in ascertaining the title of the oilier A banker cannot 
obtain good title to the immovable property if the borrower's title thereto ts 
defective, or the borrower has no lilfc thereto The borrower may possess 
title deeds of (he property not in the capacity of an absolute owner but as a 
mortgagee or as an agent Someiirocs persons other than the borrower may 
have CO ownership rights in (he land but there may not be any record thereof 
in Ihe title deeds 

Ascertainment of the borrower's title to the properly is a tedious job and 
only very highly experienced solicitors can be able to find out the true facts 
The laws of succession concerning Hindus and Muslims ate very complicated 
and often Ihe documents and records are not easily available in the office of 
the District Collector or Sub Registrar of Assurances Land records at village 
level sometimes arc also not properly maintained Even if the initial survey 
or settlement of land has taken place, subsequent changes m ownership doe 
to sale or partition of the property may not have been recorded correctly 
The Patvsan of the village oAen manipulates land records and favours a certain 
person’s encroachment on the land owned by some other person 

2 Legal mhiOtlioiis Since land administration is a Slate subject, the 
State Governments arc free to make their own Jaws In certain Stales, 
agricultural land cannot be transferred for residential purposes In some 
other States, commercial banks have been barred from acquiring agricultural 
land In certain others, ‘debt relief laws’ in connection with the land 
mortgaged by the farmers have been made applicable to loans given by money 
lenders as well as by commercial banks These varying and inhibiting features 
of the State laws have made thccommcrcial banks indifTcrcnt to the security 
of real estate 

3 Ascertainment of prior encumbrances and darge A banker has to 
find out whether the property olTcred as security is free from prior encum¬ 
brances or burdens in the form of a Court decree or an attachment A search 
has also to be made by the banker’s lawyer by inspecting the ‘Registcf of 
Mortgages’ to ascertain if the borrower has prev nmsly m >rig3gcd the property 
elscwhcfc Ascertainment of these facts involves a U l of time and costs 

■4. Confusion ereateJ by State legislations on land reforms Several 
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legislations relating to land reforms base been passed from lime to time by 
Tanous States for the betterment of the agmiltoral classes. These rcrorms 
joclude abolition of intermediaries, tenancy reforms, ceilings on land holdings 
and consolidation and reorganisation of agricultural lard. Tb- chain of 
legislations IS still going on There is no end to such reforms Inroc^toftbe 
States, legISlalI^c changes remain on paper rather than in actual implemcnta 
tion Hovieier, the serious enactments present a confuted state of affairs for 
the banker who wants to lend his money in a safe and secure wa\ 

5 Difficulix in jhe reluauonof the properSi Proper valuation of properU 
poses another problem for the banker V'aluaticn depends upon the location 
ofthe propertv, construction of the building and the period of its euslenre 
A large palatial building m a village has no sienificancc while a <mall-plot 
m the heart ofthe cilj mav fetch lacs of rupees Buildings erected b\ new 
techniques (steel reinforcements, cement concrete tJabt, marb’e Boonn^s) etc . 
havT more value than the buildings constructed bj old techniques of lime and 
stone Old constructions are no belter than open plo's of land Moreover, 
for valuation purposes conMfuclion costs or bool value cannot be the ^Ic 
entenon The banker cannot do the valuation on his own and expert adnee 
of professional valuers has to be sought for 

6 fie: no ready sa!eai>tify AH immovable properties lack readj 
saleabilitj There is no organised m.irLet for it The demand for prepertj 
depends on so mnn^ factors and if the owner tales the initiative to sell the 
prop'rtj. It may fetch him much less than what be expects If the borrower 
defaults in mabng payment of the defat a search for a suitable customer has 
to be made This may block the bankers foods for a considerably long tun* 

^ Difficuliies created 6t /nrrenfutyr lencnts Banker's temptations to 
get more and more rental income may make some intransieot tenants m the 
building to stay ou and not vacate the building even afier repeated 
advices by the banker/regardiag sale of the propertv The Rent Control Art 
protects the interests of the tenants and they cannot bc asked legally to vacate 
the building without proper reason and without orders of the Court 

t £xpensn e end time cc/inming formaUties Ad i aforem stamp anrf 
registration fees have to be paid for morlgage of property Further, it takes 
a long tune to coroplele the various fonnalities for creating a charge m favour 
of the banker In case of a d'faull by the borrow er in repay ing the Joan, the 
banker is again snbjected to protracted formalities involved in the sale of the 
property 

9 Di0icv!l mainienancc and Sytpemsion The maintenance and super¬ 
vision for the mortgaged property IS also a difficult affair for the banter 
involving man and time If timely maintenance and repair is not provided, 
the costliest buildmp too may get dilapidated thus damagmg the sccunty 
The lending banker also desires to let out the building for a regular rental 
income but finding a suitable teoBOt and timely collection of rents are agam 
difficult jobs in ihe present tunes when all the laws are in favour of te nan ts. 
Unauthorised encroachments into land and buildings are a common feature 
now a-days to which the banker cannot bean exception 
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tRECAOTtONS BY TItO BANKER 

A banker should take the following precautions m granting advances 
against the security of immovables 

1 Character, capacity and capital of the torro»er The banker should 
well examine the norm of three Cs in respect of the borrower concerned 
before granting a loan against the property If the borrower has business 
integrity and is running a viable enterprise with his own sulTicient capital at 
stake, the banker can well decide to make an advance against the security of 
real estate owned by the former 

2 Cxamtne the dacuiiicnix of title The banker should have the original 
title deeds and allied papers of the property CTamincd by an expert lawyer so 
as to ascertain the borrower's title to the property The title should be 
undisputed and absolute in every respect The borrower's right to mortgage 
the property should also be examined As far as possible, the complete set 
of documents relating to previous and present sale should be got examined 

3 Properl) merhgate prior cncurnbrances The property to be lodged 
as a security should be free front all prior charges and encumbrances, if any 
In order to investigate it, the 'Register of Mortgages and Charges* for the last 
30 years or for the years subsequent to the purchase of the property, whichever 
is less, should be examined thoroughly Advancing of money on the creation 
of 'Second Charge’ is not beneficial to the bank, hence much can his to be 
exercised m this regard 

4 yaliiaiion of property b) experts Cxpcrt valuers should be employed 
to ascertain the exact value of the property to be mortgagLd Atchitccls, build 
ers and construction engineers can also help in the proper valuation of real 
estate The following points should be remembered 

(/) Realisable price of the property is more important than the book 
value or purchase price 

(il) Value of a property obtained on lease is always lesser than the value 
of a property purchased or full ownership rights 
{III} Value of the buildings depends upon the construction techniques, 
building materials used for construction, situation and surroundings 
of the siructurc, multipurpose uses of the builJingand its approximate 
life span etc 

(/v) Rental income of the property 

5 Proper Insurance of the builJms or properly The banker should see 
that the building to be mortgaged IS already insured against the risks of fire 
etc Where it is not insured, the banker should insist on its insurance by a 
company of repute preferably in the joint names of the borrower and the 
banker clearly stating therein the capacity of the latter as a mortgagee banker 
The property should be insured for its full lalue and not up to the amount of 
loan because all insurance companies incorporate an ‘ascraec’ clause in the 
policy undertaking thereby compcnsatine the pohey holder on a 'prorata' 
basis in case of loss due to fire etc Thus ifthe loan of Rs 15,000 has been 
taken ag iinsl the property valued at Rs 30 000, the insurance should he taken 
for full amount, vir . Rs 30,000 If the insurance is upto the loan amount and 
loss of Rs 10,000 occurs due to fire, (he company will give pro rata compeosa* 
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tionofRs 5,000 onij 

6 Ad\ances against property to a‘Karta'or Co-par:ener of a Hindu Un 
dnided Faiiii!} (HUF) When the ad\aDasis to be made loa ‘karta’ ofaHindu 
Uiidtiided Family agatnst the property of the HUF, it should be ensured that 
such ad\ance IS being taken for the needs of the family as a whole But no 
coparcener of the famil> should be granted any loan on the basis of bis share 
in the family properfj 

7 Formalities relating to Mortgage'to be completed The banker should 
sec that all the essential formalities relating to mortgage of the property are 
completed The folloning points should be remembered 

(i) If a legal mortgage is to be created and the amount of the mortgage 
IS less than Rs ICX). a trust deed has to be prepared and signed by 
the mortgagor Trust deeds (usually la pnnled forms) are provided 
by the Bank andtheborrowerhas to fill therein bis name, particulars 
of the loan and nhcreabouis of the property It should be attested 
bs at least (sso ivitnesses and Iben it should be registered nitb Ih* 
Registrar of Mortgages 

(if) U here an equitable mortgage has to be done, the banker should take 
possession of the onginal title deeds Duplicate or attested copies 
of the documents should not be accepted The banker should make 
entry of nil such documents, as are lo his custody, in the Title Deeds 
Register or Mortgage Documents Repster 
(m) Where the property to be mortgaged has a value more than Rs 
50,000, a certidcace that there are no dues froni Ibe assesses in 
respect of Income Tax, Wealth Tax ©r Gift Tax or sufficient prosision 
for paymeot of taxes lo the government has been made by the 
assessee, should be sought from the Income Tax Officer la the 
absence of such a certificate, registration of ‘Ifansfer deed’ of the 
property won’t be eS'ecuveand the government s hen furuapaid taxes 
on it will continue 

(iv) The banker should ask the borrower to produce latest receipts for 
payment of th“ bouse tax concerning the property In case of 
agricultural property, payment of land revenue should be verified. 

(v) The banker should keep la view the provisions of the Limitalion 
Act according to which registwed mortgages and equitable 
mortgages remain in force for 12 years but the banker can have the 
remedies against the owner of the property for 3 years only There¬ 
fore, the banker should obtain a wntten and stamped acknoHledge- 
ment of the loan from the borrower in every 3 years 

8 Decide a margin and niaintata It Looking to the difficulties in market 
ability of real estates it is advisable for bankers to keep an adequate margin 
over the value of the property before gramme a loan to the borrower The 
margin may vary between 30 to 60 per cent depending upon the type and 
situation of the prop'rty The margin should be maintained dunng the 
currency of the loan and if it falls short due to market fluctuations, additional 
security should be demanded from (be borrower 

9 Adequate maintenance and sigiemsion In order to avoid any un- 
aulhonsed encroachment, the banker ^ould appoint a suitable person to keep 
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watch on the property and realise the rent periodically Timely repairs and 
proper maintenance of the property are also essential so that any erosion in 
the security does not occur 

10 Finance genuine trade needs The purpose of the loan on the 
security of the property should be to finance genuine trade needs or other 
agricultural and producti>e operations Loans against property should 
never be allowed for speculative or unproductive purposes 

11. 5orroncr should be a major person As for other loans, the owner 
of the property, who applies for an advanco from the banker, should also be a 
‘major’, that is he should not be less than 18 years or 21 years of age, as 
the case may be Minor persons cannot create a valid mortgage 

12 Reguhr rcpainienl It should be ensured that the loan is regularly 
repaid m monthly or quarterly mslalmcnls so that the banker's liquidity is 
maintained In case of the borrower's failure to repay regularly, the banker 
should pursue the matter with him to adhere to the stipulated repayment 
programme and make him aware of the consequences of non payment 

SUBSEQUCNT MORTGAGE OF PROPERTV 

When a borrower intends to crente a second or third mortgage on the 
same property on which he has earlier created a morffige, the mortgages 
so created arc termed as‘subsequent mortgages ’ teg dty. a person is free 
to create any number of mortgages but, m practice, the number of mortgages 
IS not allowed to exceed two and never more than three As a matter of fact 
a banker should discourage advance on the security of ‘scvond mortgage* for 
the following reasons 

(1) Subsequent mortgage m accordance with their occurring rank nett 
m priority the first mortgage Thus, the second, third, and fourth 
mortgages will be put m reference aficr the first mortgage The second 
mortgagee will ha»e a cla»m on the property when the claim of the first 
mortgagee is fully satisfied Similarly, the claims of the third and fourth 
mortgagee will arise only aficr the claims of first and second morigigees are 
fully satisfied 

(2) Security of the subsequent mortgigc may not be suITicunt for the 
banker since the diUvrcncc of the market price of the property and the 
previous mortgage money is made available only as a cover to ihe advance 

(3) The title deeds of Ihe property oHen remain witli the first mortgagee 
and Ihe second or subsequent mortgagee has to remain without dovuments 
which enhance the risks 

(4) If Ihe mortgagor defaults in making payment and, consequently, the 
first mortgagee enforces a forced sale ofthc property it may just be possible 
that the sale proceeds obtained are not sulTicient to lease anything for the 
satisfaction of subsequent mortgagees 

(5) Each subsequent mortgigee has to give notice of subsequent charge 
to the first and previous mortgagee failing which the priority of subsequent 
mortpgc may become useless 
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PRECAUTIONS BY THE BANKER 

As already stated, bankers do not fasour giving advances against 
subsequent mortgages but, if at ail the situation so demands, a banker may 
make such advances after taking the folloning precautions - 

1 To gii e proper Nonce The banker, as a subsequent mortgagee, 
should gne notice to the previous mortgagees about the subsequent charge 
having been created and should obtain an acknonledgemeni from them 
This will protect the banker frorapreiious mortgagee's further advances to 
the mortgagor in excess of the limits already settled between the two and such 
liCDits are in the knowledge of the subsequent mortgagee 

Section 79 of the Transfer of Property Act states this provision m the 
following manner 

*lf a mortgage made to secure future advances, the performance of an 
engagement or the balance of a running account, expresces the maximum 
to be secured thereby a subsequent mortgage of the same property shall, 
if made with tbc notice of (he prior mortgage be postponed to the 
prior mortgage in resp'xt of all advances or debits not exceeding the 
maximum, though made or allowed with notice of the subsequent 
mortgage ’ 

This may be explained by an illustrative case Mr X mortgages his 
bousengainst 0 cash credit limit of Rs 20 000 with the Bank of Baroda and 
draws out Rs S 000 from liis account Subsequently, Mr X seeks another 
advance from the State Bank of India by mating second mortgage against 
the same property for Rs 10 000 SBl has the notice of the first mortgage 
and drawing limit of Rs 20,000 So the SBl gives notice of subsequent 
mortgage to the Dank of Darnda and obtains an acknovvlcdfement therefor 
Now, if the Bank of Baroda allows withdrawals to its customer Mr X totalling 
toRs 22.000, the provisions of Section 79 will protect the interest of SBI 
and Bark of Baroda’s priority to the mortgage properly will be restricted to 
Rs 20,000 only and won't extend to Rs 22,000 

The notice of first mortgage to subsequent mortgagees is easy and 
.ttfronijric beeaose fie firsf mortguge is registerwf wifi fie Siri-^egjsfrffr of 
Assurances and it tanlamounts to a notice to everyone under Section 3 of the 
Transfer of Property Act Even if the first mortgage is not a 'Legal 
Mortgage’ but is an 'Equitable Mortgage’, the subsequent mortgagee is 
supposed to have an automatic notice of the first mortgage because the 
documents of title deeds remain id possession of the first mortgagee The 
notice under Section 79 to the first mortgagee also becomes instructive and 
makes il obligatory upon the first mort^gee not to release the documents 
of title deeds to the mortgagor on payment of the debt but to arrange 
delivery thereof to the subsequent mortgagee 

2 Adopt Tacking If the banker wants to create mortgage without 
giving any notice to the first mortgagee, the banker should pay off the 
money due to the first nortpa«ee and thus get full control on the entire 
value of the property This procedure is called ‘Tacking’ However, Section 
93 of the Transfer of Property Act prohibits ‘tacking’ rn certam situations 
A third mortgagee cannot acquire pnonty over the second mortgagee by 



Adtanets and types of Seeurliies 383 

paying off debts to the first mortgagee Thus ‘tacking’ is valid for the 
‘second mortgagee* only 

SUB MORTOAOr OF PROPtRTY 

Sub mortgage means mortgage of the mortgaged property When the 
holder of a mortgage is in need of funds he may further mortgage the 
property elsewhere Thus a mortgagee seeks help of another mortgagee by 
way of creating a sub mortgage The person having the ‘original mortgage’ 
js called ‘head mortgagee* and the mortgagee of the mortgagee is called ‘sub- 
mortgagee* A sub mortgagee obtains (he following rights 

1 To claim against the sub-mortgagor 

2 To sub mortgage the sub mortgage 

3 To sell the property and realise the loan id case of default both by 
the head mortgagor and sub mortgagor 

As a general rule bankers do not accept sub mortgages as a security for 
advances because sub mortgaging is fraught with several risks Hotte\er, 
sub mortgage may he accepted where the borrower does not have any other 
security to offer and it is better to accept some secanty than io keep the loaa 
unsecured The banker should take the following precautions in accepting 
sub mortgages as a security 

1 Sub-mortgages should be from prcstigcous parties 

2 Notice of sub mortgages should be given to all the previous 
mortgagees and acknowledgement should be obtained therefor 

3 Head mortgagor or sub mortgagor should be requited to make 
payment directly to the bank 

4 All the precautions required m case of a mortgage should also be 
followed in case of a sub-mortgage 

SECUniTY OF DOOK-DEBTS 

The total amounts owing from persons whose names appear in the 
books of the business unit as •debtors* arc collectively called 'book debts*. 
Modern business or trade cannot be run purely on cash terms It is for 
this reason that a large chunk of the funds invested in business by the 
propricfor(s) get blocked in the form of book debts Business propnetors 
often approach their bankers for working capital advances against book 
debts, winch have become due nr arc likely to become due at a future dale 

Generally bankers do not like to advance money on the 'ecuniy 
of book debts However, if the banker is salisDcd with the validity of 
the book debts and solvency of the debtor and debtors of the debtor and also 
if no other security is available to cover the loan, book debts may be 
considered as a security 

Section 130 of the Transfer of Properly Act permits the assignment 
of‘actionable claims’to anjone escept to a judge, a legal pmctioner or an 
officer of a court of justice ‘An actionable claim* has been further defined 
hy Section 3 of the same Act According to it it is a claim to any debt or 
any beneficial interest in movable property not in tlie possession of the 
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claimant which the civil courts tecogoise as affording grounds for relief, 
whether such debt or beneficial interest be existent, accruing conditional or 
contingent ’ Thus, book debts arc also actionable claims and the claimant 
can assign the same (o the banker The person, who assigns such claims is 
called the‘assignor'and the banker m whose fatour such assignment is 
done js called the ‘assignee’ 

PROCEDURE OF THE ASSIGNMEtfT 

For creating a banker’s charge on the borrower’s book*debls, the 
following steps have to be taken 

1 Shoukl be m iintuig The assignment of boot debts must be made m 
writing and it should be signed by the assignor or by his authorised agent. 

2 Should he in the form of an order No particular form for the 
assignment has been provided except that it should be m the form of an 
‘order’ addressed to the debtor to pay the dues to the assignee 

3 No eonuderalion necessary Coosideration is not necessary for the 
validity of the assignment A debtor has every right lo get discharged by 
making payment of his debt to either (be creditor or on his directions to the 
third parly Thus, there need not be any consideration between the thira 
party and the original debtor 

(4) Notice of assij’iimeitr .s/iaif/Jbe g/ten The debtor can be made liable 
dio pay to the as'ipnee only when an adequate notice m writing has bee 
given to him Such notice diverts the payment to the bank. 

(5) Segisiratian o/charge Where a joint stock company is pledging 
ita bool debts ihc charge should be registered within 30 days of its creation 
wilb the Registrar of Companies 

FRECAUTIONS B1 THE SAS1,ER 

More than usual risks are involved for bankers in accepting book debts as 
security Bankers may be duped by unscrupulous borrowers, who may make 
fake entries of book debts which do not exist at all m reality, or by overstating 
Ibe Auwww.tf eN" Jx\£>k 

of book debts, a banker shoutd take the following precautions 

(1) The borrower must have business integrity 

(2) The banker must satisfy itself with the solvency of the party seeking 
the loan and validity of debts proposed as sccunty 

(3) Solvency and inlegrity of the debtor’s debtors must also be known 

(A) The banker should seek opioioo and help of fcgal experts in 

executing the assignment of book debts 

(5) The borrower should be asked to fill in the banker’s printed form of 
assignment which should contain ihe following 

(i) Eligibility or definition of the accounts to be assigned 

(ii) Percentage or margin to be kept on the book debts and the loan 

(;//) Banker’s right lo investigate books and records of the borrower 

(iv) Banning the borrower to pledge the same bool debts elsewhere 
during currency of the loan 

(v) Banker’s right to realise the book-debts or sell off publicly or 
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privately 

(6) A written undertaking from (he borrower that the amount of debts 
collected by him will be passed on to the banker. 

(7) The banker must serve notices of assignment to the concerned 
debtors, who, in turn, will acknowledge their receipt and confirm the : 

(i) Amounts of debts due by tbem 

(/i) Their right of set-off, if any 

(ki) Date of prior assignments, if any 

LEOAL IMPLICATIONS 

(1) The assignee has a right to sue the debtor in bis own name 

(2) The assignee can give a valid discharge to the debt 

(3) The assignment of actionable claims will be subject to the assignor’s 
liability to the debtor existing on the date of the assignment Thus, the debtor 
ran exercise the right of set off against the banker which he could have other¬ 
wise exercised against the assignor For example, ‘B* assigns his book-debts 
against 'C amounting to Rs 4,000 in favour of the Model Bank. On the 
date of assignment,‘B’was also a debtor of‘C’for Rs 1,000 Thus,‘C has 
every right to exercise set-off for Rs 1,000 against the Model Bank and pay 
Rs 3,000 only 

(4) Actionable claims include future debts also 

SECURITY or GOVERNMENT SUPPLY BILLS 

‘Supply Dills' arc bills relating to the supplies of raw maierial/components/ 
finished goods, cic, to various dcparimcnts/agencies/corporations of the 
govcrnmcni Government is probably the biggest purchaser of certain 
esscniial and developmental goods now a days The construction of dams, 
bridges, roads, canals and an array of other infraslruclures is iarge]y sponsored 
by the central and stale governments in the framework of five-year planning 
m the country Persons, who are approved suppliers of goods or arc recognised 
contractors for the central or slate governments or for semi government 
institutions, face shortage of funds because of a particular and protracted 
procedure for payment of the ‘Supply Bills’ by the concerned government 
Contractors, manufacturers and other suppliers often approach commcraal 
banks to fimncc Ihcir short-term needs on the basis of supply bills 

psoernURE or mitplv hills 

In order to understand the nature of security of 'supply bills', it is 
necessary to discuss the procedure followed m respect of preparation and pay¬ 
ment of these bills 

(1) The supplier despatches the goods to the concerned Government 
Depirlmcnl and presents the relevant R/R, G/R, or Bill of Lading, as the 
case may be, to the authority concerned, who, m turn, issues Inspection Note, 
or Certificate of Inspection or Receipted Challan to the supplier 

(2) In case of construction works, the contractor obtains an inspection 
pole or cerlifiratc of inspection from the concerned engineers or authorities 



386 The Lmt end Franice ef Bankitig bt bidia 

certifying the quantum ofwotl: done 

(3) The supplier or the conlractor prepares the bill and attaches the 
relevant inspection note thereto 

(4) Normally tivo types of bills are submitted, they are Interim Bills and 
Final Bills The government pays 75 to 85 percent amount of the goods 
supplicd/job completed throngh Interim Bills and the balance amounts are 
paid through Final Bills 

(5) If a supplier or contractor ts financially sound and can wait for the 
payment, because government departments usually talc a considerable time m 
verifying the bill and passing it for payment the bill can be submitted directly 
to the concerned department 

(6) Since suppliers/contractors have to excccute supphes/construcfion 
work under many tenders simultaneously, they need immediate funds to conii 
nue their activities Therefore, they prepare and present the government 
supply bills to the concerned government department through their banlem 
and request them (hankers) to advance money against the bills till ihcir 
payment by the purchaser concerned 

RISKS INVOI.VRO IN ADVASCINO AGAINST SUPPLY BILLS 

Government supply bills are not negotiable instruments They are just 
ordinary 'debts’ and a banker runs several risks in /joancing such debts 
namely 

(1) Collection of the supply bills takes an unduly long time because of 
the prevalent procedure for their passing for payment by the governmeat 
departments Besides red tapisin being an all pervading phenomenon m the 
government ofQces and supply bills are not an exception 

(2) An advance against supply bills is considered clean or unsecured as 
the banker does not have any tangible security, which can be sold out, m case 
of default by the borrovicr 

(3) Tlierc always remains a possibility cf the concerned departments 
either rejecting the bills altogether or making considerable deductions therein 
fffT not sappiyiag the goods or coioffiottag tho to Iho osttrs satafiKtioa d 
the concerned authorities 

(4) The government department concerned can exercise its right of 
set off against the amount of the supply bill for any existing or past dues that 
may be outstanding in the name of the supplier 

(5) Possibility of forged bills and false inspection notes nlso cannot be 
ruled out 

PRECAUTIONS BY BANKER AGAINST SUPPLY BILLS 

A banker has to observe the following precautions m advancing against 
government supply bills 

(1) The borrower should be an honest person and should have sufficient 
experience m government dealings 

(2) The banker should ask for the Letter of Contract signed bctHcen the 
the borrower and the department coocemed He should study the terms 
and conditions laid down m it such as penod of supply, rate, volume, qualiiy. 
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transportation and packing etc Any violation of the terms of the contract 
might invoke stopping of payment or black listing of the supplier by the 
purchasing agency/department 

(3) The banker should also find out if the borrowing party has been 
solvent 

(4) The banker should obtain an‘Irrevocable Power of Attorney’ from 
the borrower authorising him to receive the proceeds of the supply bills from 
the government This ‘power of allorney' should be registered with the 
government department concerned 

(5) The ‘Inspection Note’ should be scrutinised by the banker as to its 
validity and remarks if any 

(6) The banker should prefer Interim Bills* as a security because 
considerable amount is involved m such bills and the chances of deduction 
occur less in respect of such bills 

(7) Adequate revenue stamps should be nfUted on the bill and the 
borrower should be asked to sign it to acknowledge receipt of the amount of 
the bill 

(8) The supplier/contractor should also give an undertaking to the 
banker that all sums directly received by him from the government depart¬ 
ment m connection with the bills lodged as a security will be handed over to 
the bank 

(9) The bills should be forwarded to the concerned government depart¬ 
ment per registered A D post and a mention should be made therein 
preferably by a rubber stamp that the relevant cheques for payment of 
the bills should be madi. out m the name of the bank and sent to it 

(10) The banker should maintain a margin of 20 to 30 per cent on the 
amount of each bill 

(11) Ifthe bills take more than the usual time m collection, the banker 
should curtail the drawing power thereagainst allowed to the borrowing 
party 

(12) If the supplier/conlractor is a joint stock company, this charge 
should be registered with the Repstrar of Companies within 30 days of its 
creation 

(13) The supplier company should be asked to execute the ‘Agreement for 
Book debts’ instead of'Bills Agreement’ 

(14) In case of non payment ofbills by the government department, the 
banker should reserve its right to demand additional security from the 
borrower or should recall the amount of the loan 

Besides all these aforesaid precautions, the lending banker should be 
aware of limitation of its power of attorney to the Government Supply Bills 
In the An* Bank of India Ltd vs Union of India and others (AIR 1978 NOC 
282. Delhi) where the supplier obtained direct payment of two bills, the 
banker filed a suit seeking waiver or estoppel against the Government, it was 
held by the Court that the right to payment remained with the supplier 
firm and not with the bank 
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SECURm' OF TERM DEPOSIT RECEIPT 

AlenQdcpD«trcct)pt(TDR) dtooles ihc ackno-nJidpsaenl cf «cs!pt 
of a spsofied sum of ciOQe% by the baaL repay able to ibe deposlU)! dirr ibe 
spemSed period of time.* If donng the ptnoJ of the depcpcl, the depd'CT 
feels short of inonej, he can either seeL premature r^iTaent cf the depoKi 
or rwjueEl the banker to advance money on the sccunty of tie Icra depend 
receipt. The first course M neitbef belpfuJ le the heal ncr to the depocter 
because the banket lo bqmdalc abniptly seme cf iis more fruitfcl int cst- 
ments nhSe lie depositor loses ibt eccumulated interest ss a penalty fer 
premature payuaeat of his depreii- The deposaor gets 2*^ less than the mte 
of interest appbcable to the period for •uhich tie deposit has aetceUy 
imaiaed with the Bank. Another course open to the depositor is to request 
the banker for an advance arains! lie term deposit rrceipt, thaisEiorc faspur- 
abJe to him because he is to pa; inierrst on meh adiancss only r*''hicber 
than the rale apphcahle on the terra depost. Had he been a noa- 
depositoT and sought an adtance, be would have to pay interest at maci 
higher rate. The security of TDR has rainy good points for the basier loo. 
as It does not imohe cither the vsluauon p.*oWKa or finding cut the Ta35fi.iy 
of tbs title of the holder. Theic is no price Cuauation. no que«4ipa cf damtge 
to the seeuntj and also oo arranceoem fer norsee and no coeis psv-sHe for 
g.odovra etc. Biais cannot to cotnpiiled to gue an adinsee cn tie seectntj 
ofTDRbui, as a general practise, the; usual]; gram judi advances cut of 
eenrtes}’ to the customer. 

£U<EtK’S F&LQttmOS'S 

WTule adiancing aonei'apinsi the securiiT of a term diponi recrfpt, 
a banker should cot set blindly ^ply bscause it is a fbolprorf security cr it 
h a maper within ids diwrcrioa and control. The foUowing points should 
be rwneabered in this respect : 

(1) The hanker should not grant advices on the secari^ of a IDR of 
another bank becsu>e lbs latter possesses a paiamouni bea on the Term 
Deposit Receipt and raighi refuse to register the lien of the Iradmg bink. 

(2) \S’here ibe TDK, has been issued b;’ the lending bank itself, the loan 
against it should ^nerallybe granted onlyto the person in wbose namtsarii 
TDR stands. 

(3) If the TDR stands in the name of two or more persons, all of them 
must apply for the loan. \’.T5ere one ofthe joint holders applies foriheloan. 
a ‘letter of mandate’, duly signed lo ihis effect bv all the joint holders, should 
be obtained. 

(4) HTscre a deposit stands in ibe name of a minor, do loan should he 
granted ihereagainst as it invoh rs several legal implications 

(5J Before accepting a TDR as a security, it should hav e been props’ly 
disdiargedbj’thedepcKitorordepositois by signingan admowiedceoectersr 
the required revenue slamp in regsnJ lo receipt of the dcpoalcd money. die 
reverse of the TDR. It should he discharged by all the depositors and even 
when lie deposit is pavuble to'enher or suisnor* or‘an; one or sunhw', it 
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should be discharged by all The signatures on such discharge must be tallied 
with the specimens held in the bank’s record 

(6) The bank must take actual possession of the TDR and a ‘memo 
randum of pledge’ must be obtained from the borrower authorising the banker 
to appropriate proceeds of the TDR on maturity in case of his failure to 
repay the debt 

(7) A margin of 25 per cent must be maintained as per Reserve Bank’s 
directive for allowing advances against TDRs 

(8) Where the advance is to be granted against a TDR of another bank 
or another branch, the TDR should first be duly discharged and then sent to 
the concerned bank/branch, svhich had issued the TDR TTic following replies 
should be sought from such bank or bnnch 

(0 Whether the signatures of the borrower tally with the specimen lying 
with It 

(it) Whether any prior lien of the depositing bank exists on such TDR 

(i/i) Whether the lien of the lending bank has been noted by the deposit* 
ing bank 

(iv) Whether the ‘letter of authority* has been obtained from the 
borrower authorising the depositing bank to remit proceeds of (he 
TDR on tis maturity to the lendmg bank 

The replies in respect of the above points should be in affirmative except 
for point (It) above, which should be in negative otherwise the granting of 
advance will not be possible 

(9) If the loan against a TDR IS to be advanced to a third parly, for 
bank should obtain the TDR duly discharged by the person in whose name 
the deposit standi and also a dcchration by such person that proceeds of the 
receipt may be utilised in case of default by (he loanee 

(JO) When the loan is entirely repaid bj the borrower, the discharge on 
the back of the TDR should be cancelled and the TDR should be returned 
back to the depositor The banker’s lien noted in respect of such TDR should 
also be cancelled 

(11) Where the borrower dcfiults in rcpaymcnl of the loan, the banker 
should wan till the maturity of the TDR After maturity, interest should be 
calculated upto date and debited to the loan account and then proceeds of the 
marured jcfiiisferf isgsi/tsf fAc ff aefy creJt/ bsh/tcc tt 

yet IcR, It should be returned to the customer 
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SECURED ADVANCES AND MODES 
OF CREATING CHARGE 


Bankers advance most oftheir funds for de^clopmeQt of busine's, trade 
and industry Persons engaged in agncullute or some other professions or 
socfliions also opt for loaru from banks Lejjdirg business of banks mvohes 
risks However, if a good lending policy is adopted and strict adherence to the 
fundamentals of credit is observed, tbe risks arc minimised Secured lending 
further miniQises the risks and 1 $ considered an additional tool vxhich the 
bankers never miss Paget says 'A good batiKer u one vi:a la}s greater stress 
on secuni} (/ion income Whether secured or unsecured, risk is inherent in 
every lending However, if some basics of credit arc fulfilled even an unsecured 
advance can reduce risks to tbe banker In contrast, if the loan does not 
fulfil the basic norms of lending despite a security, it may not prove profitable 
Security provides an inept substitute to the ruifilment of basic norms An old 
axiom VIZ, ‘Collateral cannot make a bad lean good, but tt can make a good 
loan better' aptly expresses the truth about ‘security ' So, no advance is to be 
made simply because it is secured Secured lending helps only when the 
borroncr fails to meet the criteria necessary for a good but unsecured leading 
Security can be used to compensate some part or the full amount of the loan 
cot realisable through other means open to a banker Before making an 
advance, a banker should seek replies to the following questions about the 
borrower and his proposal 

1 Whether the character, capacity aad capital of the borrower are 
satisfactory ? 

2 How much does he want ? 

3 What IS the purpose of tbe loan ? 

4 How long will he avail of tbe loan ? 

5 What IS the source of repayment ? 

6 Will the loan benefit both tbe borrower and the lender 

The advances made to trusted borrowers are usually far less troublesome 
than secured advances which require a good amount of work to be done before 
the advance is virtually made For secured advances, the following matters 
should be considered 

1 Types of collateral considered desu-able and undesirable 

2 Margin requirements for different types of collateral 

3 Term of loan for each type of collateral 
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4 Method of determining and documenting the value of collateral 

5 Other documentation 

6 Procedures for handling each type of Joan 

7 Sale prospects of the coHateral 

Under a secured loan, a banker should not permit the borrower to 
acquire control over the collateral if selling the collateral is the only source of 
repayment Secured lending serves as a vehicle to enable the banker to reduce 
risks to an acceptable level so that it could belter fulfil its responsibilities to 
the customers, shareholders, employees and the community The mam 
advantage of the collateral is to reduce the banker’s risk, and, therefore, the 
value of the collateral should always etceed the outstanding balance in the 
loan account so that the lender docs not lose in disposing of the collateral, 
if the circumstances so warrant 

RtqUtScrCS of am ACCCPrADLE StetfRtTi 

The securities oITcred by a customer as a cover to an advance should fulfil 
the following requirements Absence of any of these qualities might cost the 
banker heavily 

1 Valid title The security should carry a valid title for the banker If 
the borrower does not possess a valid title or if he possesses a defective bile 
in the tangible security, he will pass on the same to the banker and therefore 
It won’t be possible for a banker to sell such SKuuiy in case of non payment 
of the advance by the borrower 

2 Absence of prior eneumbetanees The security should be free from 
any prior charge cither elsewhere or m the same bank Even if a security 
bears a charge, it should be seen that its value, free from charge, should be 
sufficient to cover the loan amount, or the overall value of the security is 
sulTicicnt to cover the overall mdebtedness of the borrower against which the 
same security is charged 

3 Proper\aluaiions The security should be capable of proper valuation 
and .nsccflainment of its value from time to time during the currency of the 
loan should be easy The valuation of the security should be made after 
providing for obsolescence, depxectaUon and shortages or excesses due to 
climatic changes Services of the professional valuers should be sought m 
this respect The value of the security should always etceed the loan amount 

m-ukRt pricci arft avaiUblc,the iingWa* stiQjlJ. be Valued at cast qc 
market value whichever is less 

4 Easy storabtUly A banker has to keep in his custody the tangibles 
pledged With him agamvt a loan The s cunty or tangibles should be easily 
storable and should not need air-coaJitioneJ storage Some goods like 
evplosivcs or inflammables arc very nsky to store and require expensive 
equipments for their maintenance Cotton, cercjU, edible oils and engmeenng 
goods are among those articles which contain easy storability. 

5 Durabduy Goods olTcred as security should not be perishable 
Goods should at least retain as mowh value as to cover in full the amount 
of the loan during it» currency I ru«t» vegetable* or sea food* are not 
durable and hence bankers do not entertain these as securities without proper 
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rerngeniuon and cold storage faaliiits Foodgrams, cotton ganaeats or 
leather manufactures are less prone lo pens1iabilit> and h-nce loans for a 
period of 5 to 10 months can be extended ihereapaicst b> banters Engineer¬ 
ing goods, goieminent securities and real estate base an element ofdurabilit) 
and hence they can be accepted as securit 3 

6 Needwg less superMitm Dants alienj's prefer such secuntj as 
requires less of supervision For a banker paper securities of government 
or reputed companies are preferable than to goods like foodgraiDS, chilies or 
cotton bales, etc , to godonns Goods kept in the borrowers godoivns are 
preferable to goods rcquinng bank’s own godowns b^use the latter entails 
supervision, insurance and other charges 

7 Easy transferohility The title of tangibles offered for security should 
be easily transferable m case of need The transfer of ownership should 
involve a few formalities and less expenses However, ixansferability is not 
possible in case the borrower does not have a clear and undisputed title 
Shares or debentures are easily tniDsfcrable than landed properties 

8 Ready rcalisabihiy or marke/a6i//0 The security offered by the 
borrower must be capable of being easily marketable orreahsable If a 
commodity or article offered as secuniy can be possessed only by a specified 
category of the persons or society or has a limited use, say among hceoeees 
only, tfae banker would be justified m denying a loan against such secunty 
Guns, pistols, intoxicating drugs, ships or aeroplanes do sot have an easy 
marketability 

9 Adequacy cf/nargm The value of ibe security should exceed lbs 
amount of the loan. The portion of the value of security, v\h,c!i is excluded 
for the purpose of advance, is known as 'margia' In other words, margin 
represents the difference between the value of the stcunly’ and ‘amount of 
the loan ’ Bankers nei er adv’aoce uplo the full value of the seesnty and also 
they maintain different rates of margin on various commodities because of 
several factors such as pnee fiuctuaiions, degree of marketability, shrinkage or 
deterioration in storage, non payment of interest or instalments, obso’esceaec, 
loss from fire, burglary, arson or Jootiog or riotiog, craJilu orlhiness of the 
bonower and the Reserve Bank's directives regarding margin requirements. 

10 Doaancr:Jation Merc deposit of any article with a banker for ihe 
purpose of secunty against a loan is ooi sufficient. Proper documentation to 
this effect IS necessary in order to consliloie a charge over the article 

11 Stead) yield Any security which provndes a steady yield to the 
banker is always considered good because it increases the eventual value of 
the security Yield bearing security can also help rcd'cm amount of the loan 
and interest thereon 

12. Absence of disabihties or haidera’ces Bankers should be aware of 
the disabilities, if any, contained in some particular category of the secunucs 
In case of partly paid shares, banker has to pay the subsequent calls failing 
which shares are likely to be forfeited LICpolicy is an incomplete document, 
if the age of the insured person is not properly admitted therein 
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MODES OF CREATING A CffARGC 

Arranging a good securily by the borrower for an advance docs not 
secure the position of the banker unless a proper charge thereon is established 
‘Charging’ the security means annexing the right of the banker to it and 
making it available to him, as and when required, m satisfaction of the advance 
already made by him Creation of charge entails completion of legal formali* 
tics There arc different methods whereby a security can be charged to a 
banker depending upon the nature of security offered and the terms agreed 
upon by the contracting parties These methods are 

1 Lien 

2 Pledge 

3 Hypothecation 

4 Mortgige 

Let us discuss all these methods separately so that the legal formalities 
could be completed by the banker and the borrower properly 

LIEN 

Although It has been explained m detail m an earlier chapter,* we shall 
confine ourselves here to the ’Bankers' Lien' only A banker’s hen is a 
general hen \n DranJea is Barnett, IS46, Lord Campbell said, ‘Dankers 
have a general hen on all securities deposited with them as bankers, by a 
customer, unless there be an express contract or circumsianccs that show an 
implied contract, inconsistent with the hen A banker’s hen is more than a 
general hen. It IS an implied pledge* In Datid u Donshcr (1794), Lord 
Kenyon maintained that ‘whenever a banker (ends some money, he is eniilted 
to exercise lien on all such securities, which have come to him m heu of such 
money’ Section 171 of the Indian Contract Act also confers a general lirn 
on bankers A banker, in the absence of a contract to the contrary, has a 
Tight to retain goods as a security m respect of any general balance of account 
of the debtor Thus, a banker gets a right to retain all such securities or 
articles of the debtor whah are handed over to him m his capacity as a 
banker A banker cannot sell the articles so retimed without permission 
from the court, but in case of certain fully negotnbL sccunlies the banker 
can not only retain them but sell them too It is wh> the banker’s hen is 
sometimes called an Implied pledge llowcser, a banker is advised to serve a 
proper notice to the debtor before dfecting a sale of such «ecunlics * 

Bankers can also obtain a‘ATegot »e Lien’on the customer's property 
Under a negative lien, the borrower gives a declaration and an undertaking 
to the lending bank that his assets arc free from any earlier charge or cncum* 
brances and that he won’t create any charge or sell them out elsewhere with¬ 
out prior permission of the banker In such cases, possession of the property 
remains with the customer while a banker has to satisfy himself with the 
customer's declaration only 


* S(^ial features of banfcet'i lien and non applicability of binker s fien have been 
discuised la the chapler on Baoker>Custoner RelatiORsbip* 
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PtEDOE 

A ‘pledge’ or a ‘pawn’ is a contract whereby an article is deposited by 
one person to another person os a security for repayment of a debt or 
performance of a promise 

In the words of F E Perry, ‘A pledge is a delivery of goods or documents 
of title to goods by a debtor to liis creditor as security for a debt, or for any 
other obligation The subject of the pledge will be returned to the debtor 
when he has paid his debt ’ According to Section 172 of the Indian Contract 
Act, 1872 ‘the bailment of goods as security for payment of a debt or 
performance of a promise IS called pledge* Section 148 of the same Act 
clarifies ‘bailment’ According to it,‘a bailment is the delivery of goods by 
one person to another for some purpose, upon a contract that they shall, 
when the purpose is accomplished, be returned or otherwise disposed of 
according to the directions of the person delivering them ’ Thus, pledge is a 
branch of bailment The person who delivers the goods as security is called 
the ‘pledger’ or pawnor and the person to whom the goods are so delivered 
IS called the pledgee or ‘pawnee 

ESSeKHALS OP A FLCDCe 

Essential elements of a pledge emerging from the definitioos given above 
are 

1 There should be a bailment of goods or articles 

2 Pledge should be of on existing goods Pledge cannot be created on 
prospective goods or goods that are likely to come m possession of 
the bailor in future 

3 Pledge can be eOected in case of any kind of goods, valuables, 
documents, securities or a savings bank pass bewk However, it is 
not applicable to immovables' 

4 The pledger must have lawful ownership of the goods to be pledged 
Mere possession of goods is not sufficient 

5 The gtnjiis £rri«f be defa'cred (<f Ike Tkc may bs 

symbolic,constructive or real 

6 The delivery or bailment should be for the purpose of providing 
security for payment of a debt or performance of a promise 

7 The pledge must be made by or on behalf of the debtor 

8 The subject of the pledge sliould either be returned when the debt is 
satisfied or be disposed of if the debt is not repaid 

LEGAL IMPLICATIONS OF PLEDGE 

1 Delivery qf goods No pledge can be effected without the delivery of 
lbs goods However, this delivery may be «:tua1 symbolic or construciive 
Id ‘actual delivery,’ physical transfer of goods from the custody of the pledger 
to the pledgee occurs, while in ‘symbolic or constructive delivery’ no physical 
transfer is necessary If the keys of the godown m which the goods are kept 
arc handed o^er to the pledgee or the documents of title to the goods are 

* Immovable properlies can be morteated 
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delivered to the pledgee, it would be construed as a constructive delnery and 
hence a legal pledge In MaJrat Official Assignee »j Mercantile Dank of India 
Ltd , 1935, the learned judge, lord Wright, dismissed the plea of the CMIciaf 
Assignee that the pledge of the railway receipt with the bank was not a valid 
pledge Lord \Vright emphasised that since a railway receipt was a document 

of title, Its pledge by a trader duly endorsed to a bank constituted a valid 

pledge In Morn Mcrcaiilile Dank Ltd »f Union of India, 1965, the Supreme 
Court also upheld the same views that transferring of documents of title to 
goods to the creditor created a vain! pledge In Mercantile Bank of IthUa ts 
Central Dank of India Lid (65 lA 7o), it was held that ‘If the pledgee bank 
hands over a railway receipt to the pledger for some special purpose of clear¬ 
ing the goods and storing them in the banker s godown, the validity of the 
pledge will not be damaged ’ 

‘Dclncry by ottornnicni’ is a constructive delivery and hence constitutes a 
valid pledge If the goods are in possession of a third party and such third 
party acknowledges that it holds them asa bailee for the pledgee, (bis acknow¬ 
ledgement will be treated as a valid pledge Similarly, when a warehouseman in 
possession of the goods on behalf of the pledger accepts to hold them on 
behalf of the pledgee, if so requested by the former, it will be a complete and 
valid pledge 

2 Possession of goods Possession is as impo/lani characteristic of valid 
pledge If the pledgee loses possession of the goods, he also loses the pledge 
Suppose, the pledgee (bankcrjallows the pledger (customer) to lake away pledg¬ 
ed goods for sale The banker will lose the possession and hence has no claims 
as pledgee llovicvcf, a banker can safely release pledged goods without 
endangering possession or validity of the pledge by taking a ‘letter of trust' 
from the pledger before releasing such goods The pledger (borrower) thus 
undertakes to hold goods, title to goods or sale proceeds thereof on behalf of 
the banker or as a trustee of the banker 

3 Dcturii of goods or disposing ofgoods The pledgee should return the 
goods to the pledger as soon as all his dues under the loan account have been 
repaid by the agreed date The former should return the same goods m the 
same condition to the Utter as soon as the purpose of the pledge (security of 
the debt) IS fulfilled However, it docs not apply to deposit accounts bcrausc 
the‘money’or‘currency’deposited IS not considered goods' and hence the 
banker is not obliged to return the same currency notes and coins as the 
customer had previously handed over to him 

If the debt is not entirely repaid by the pledger, the pledgee is entitled to 
dispose off the goods pledged But a reasonable notice to this effect should be 
given to the pledger In Prabhat Bank Ltd ts Babu A’am{AIR 1966 Allahabad 
134), It was held that ‘such notice is essential even if the banker has made an 
agreement with the pledger not to give such notice ‘ 

PERSOSS VVtIO CAV CRtATC A PLEOOC 

Certainly, everybody is not entitled to pledge goods Only those who are 
in legal possession of the goods or documents thereof can crente a valid 
pledge Penons reckoned in this category arc 
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1 O^uer of ihe goods 

2 Any mercantile agent who is in possession of goods or documents 
proMdcd 'uch possession is ssrih ihe consent of the owner, the pledge 
IS, howeier, lalid only if the panoee acts m good faith and has no 
notice of the paw nor’s dcfcctise title or Jad of aulbont} to pledge 

(Section 178, Indian Contract Act) 

3 Any person who is in possession of the goods under a soidahle 
contract (te fraud, misicprescnlanon. undue influence and coercion) 
pros ided the contract has rot been rescinded before of the pledge 
and the pawnee acts m good faith and has no notice of the 
pawnor's defeeinc title 

(Section 17B A, Indian Contract Act) 

4 A pledgee can also repledgc the goods but such rcplcdgc mil be s-alid 
only to the extent of Lis interest in such goods 

(Section 179, Indian Contract Act) 

3 A seller who continues (o be IQ possession of the goods e\en a/ler 
sale but with the coo'cot of the buy cr 

(Section 30 (a) Sale of Goods Act) 

6 Any buyer ID possession of the goods with the consent of the seller 
but before completion of the sale 

(Seclioa 30 (b) Sale of Goods Act) 


K1GHTS OF PLltDCEC BikM.ER 

1 Rt^Ut to retaui goodi The pledgee banler is entilled to retain the 
goods pledged until repay meat of the debt or perfonuance of the promise 
He can also retain goods for the amount of loierest on such debt and all tbe 
necessary expenses incurred by him in respect of possession or for the preser¬ 
vation of the goods pledged (Section 173, Indian Ccnlract Act) 

The pledgee banket is entitled to tbe same right in case of cash credit 
arrangements also irrcspectue of the fact that the pledger has Molated some 
law ni connection « ilb tbo goads so pledged. 

Bank of Bibar I's The Slate of Bihar anil others (/ff/? 1971 SC 1210) 
The Bank of Bihar (it sias subsequenlly taken oter by and merged with the 
Stale Bank of India) had granted some advances to its cusloroty under cash 
credit arrangements against pledging ISIS sugar bags kept m the customer's 
(sugar factory) godovvn, the keys of whch were under tbe custody of tbe 
Bank Since the sugar factory did not pay sugar cess to the goseniment on 
the sugar bags produced, the Gosernment of Bihar passed orders for seizure of 
the godown of the said customer Consequently, the Rationing Oflicer and 
District Magistrate of Patna forcibly bre^e open the doors of the godown and 
remONed 15IS sugar bags weighting 5000 maunds and sold them out wnhoot 
making any payment to the Bank 

■\Vhen approached by the Bank, the Supreme Court held that 
(i) The pledgee-bank had speaal interest in the goods so pledged. He 
could retam goods and sdl for the satisfaction of the debt 
I Stare BanL of India MentHy Rerxev, February 1911 

* Also Stair Ban!, of Hiderabad m Sashetia, 19^ (Ij Andhra fl eeil/ Reporter, 59 
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(ft) The pledgee's right could not be extinguished by the lawful seizure 
of the goods by the government 

(III) Until the claim of the pledgee was satisfied, no other creditor had 
any right to tale away the goods 
(/f) The Government was bound to pay dues of the Banl 

2 Jiight of pariicvlar hen In the absence of an agreement to the 
contrary, the pledgee cannot retain goods for the debt or promise other than 
the particular debt or promise for which the goods are pledged But in case 
of subsequent advances such contract will be presumed to exist unless any* 
thing contrary is agreed Thus this right does not extend to any previous 
debt due to the pledgee by the pledger (Section 174, Indian Contract Act) 

3 /?ig/it to claim extraordinary expenses The pawnee or pledgee is 
entitled to receive from the pawnor all such extraordinary expenses which he 
had to incur for the prescription of the goods pledged But he has no right 
of lien over the goods for these expenses He can only sue the pledger for 
recovery of these expenses (Section 175, Indian Contract Act) 

4 /iis/it in case afpMscr s de/aidt in niairng pafmenf If the pawnor 
makes default m payment of the debt at the stipulated lime. Section 176 of 
the Indian Contract Act oilers the following remedies to the pawnee 

(/) He may bring a suit against the pawnor for not repaying the debt, 
and retain the pledged goods as a collateral security, or 
(ii) He may sell the goods on giving a reasonable nonce to the pawnor 
and sue him for the deficiency, if any If on the other hand, there is 
any surplus, it should be returned to the pawnor 
The pledgee bunk cannot exercise these two remedies simultaneously He 
has to choose any one of them He can also adopt both but one after the other 
Certainly, the first remedy should be exercised first and if n does not pay, the 
second measure should be adopted as a final step In a case law Ifarufus 
^funJra\s f^ational aid Griiidla}s (67, G \\ N 58), it was held that the 

two recnedicsc annot be exercised concurrently In this case, the pledgee bank 
was holding shares as a pledgee from the pledger When the pledger failed 
to pay the debt within the stipulated period, the pledgee bank filed a suit on 
the former for recovery of the debt However, during the pendency of the 
suit It also served a notice of sale to the pledger The pledger challenged this 
simultaneous action of the Bank and pleaded that the pledgee could not sell 
shares till the suit was disposed of It was held by the Court that the right 
to retain the pledged articfc and sue the pferfgcr and right to scfl the articfc 
were fl/rcriiur/ie and nor fcvieurrcrtt However, the right to sell continued 
inspilc of the institution of the suit extinction of this right would render the 
pledge a passive hen vvhich was not judicious But sale should be effected 
only after the suit was disposed of 

While exercising first of these two remedies, the pledgee need not give 
any notice to the pledger but if the pledges wants to s-U the goods he should 
give reasonable notice of this intention to the pawnor notwithstanding any 
contract to the contrarj {h’arasa)ywnma *s Anlhra Dank (lOCd AX'273)] 
Mere notice of sale is not suSicicnl It should be clear and specific But 
it u not necessary to specify m the nonce tl e place date and tune of the sale 
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Such notice should be a reasonable aotice so that (i) the pledcer maj arracf* 
Tcpajment or his debt as a last chance or(f/) be can SLp*-nisc th-sal- so 
that It fetches him a reasonable price The term ‘reasonable notice’ was also 
emphasised in the follossiap case Jaw 

Prabbat Bank Ltd ir Baba Ram {AIR 1966 Allshab^ 134) In this 
case, the Bank was entitled to sell securities without fising 2 n> notice as frr 
leims of the Acreement of Pledce The debt conld not be repaid until the 
stipulated tunc and hence the banker sent two reminders to the pledser to 
settle the account The latter requeaed the bank to e'ctend th* tune ofrepas 
ment and not to sell the sccunlics Howeser the banker sold ibcs-cunties 
without giMng anv reasonable notice to the pledcer to this effect 116 
Allahabad ITigh Court held that an\ acreement b> the pfed<*ec not to issue 
any notice to the a^gneied party was uhra nres the prosisions of the Act and 
hence was sold and unenforceable The sale so conducted was also improper 
for warn of notice The learned judee obsmed '\hat is contemplated b> 
Section 17fi IS not in*reK a notice but a reasonable notice meanme ifa-rebj 
a notice of intended sale of the secunts bs the creditor withm a certain date 
so as to afford an opportunits to the debtor to pav up the amount within 
the time mentioned m the notice 

Howetcr the sale made without ciMo»an> reasonable notice is nottoid 
and cannot be set asid* The pled’-ee bank is liable to pav damaecs to the 
plcdi'cr in such cases Further if the pawreehas issued am nonce for sale 
tt shall not be oblit^torv upon hiiD to sell the pledi-ed attic!**. H* retains 
the right to sell or not to sell In AcjalcA-ci Renii ni/a’'das u Ltif^isid 
Ganeshlal (\9S7) it was held that the pawnee was net bound to sell the 
pledged coods at any part cular time e\en afler a re.^nab]e notice to this 
effect had been issued by him He michl choose to retain the coods vet 
with him However a pawnee cannot sell such poods to bimself if done, it 
would be a wrongful sale 

5 Rt<’hf to damages for non dischnire of Jaiifli If the pjed^^ee banker 
suffers any damages du* to coo disclosure of any faults, which we e well within 
the know ledcc of the pledger in the goods to b* pfetfecd the pfedt'cc banker 
has a right to claim such damaces from the pledger 

6 Ri^t i to thirdpart^ In cas* of deprivation of goods or injury to 
them by a third party ibe pledree-bankcr has same remedies aiainst the third 
party as the owner himself would bav'e acamst the third party Thepl*d£:ee s 
nght won t be limited to his interest lo Uie pledged goods bu*^ it will strctdi 
to full value of the pledced goods In llnm Afermitifr Bail. Ltd \s Union 
of India 196c the Supreme Court held that the plednee-banker was entitled 
to recover from the Railways not only Ih* sum of Rs "’0000 for which the 
consignment was pledged but its full value (Rs 35 ^00) 

DITTIES OF PLEDGEE BANE.ER 

1 Reasonable ease Under Section 151 of the Indian Contract Act, the 
pledgee banker should take as much core of the pledeed goods as any person 
of ordinary prudence under sunilar ciicomstances would take of his own 
goods. Failure to take reasonable care would make the banker liable for 
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damages Scclion J52 of the same Act absolves the pledgee banJ^er from the 
responsibility of all such losses which occur beyond reasonable care 

Balkrishan U Dayma m Daok of Jaipur Ltd and Another (1971) 4j 
Company Caipj, JJ7 In this case, some cotton bales pledged with the banker 
were kept in the godown the keys and control of which were with the Bank 
The pledger was permitted to withdraw goods as and when he needed Dunng 
the period of pledge, it was found that some 12 bales were missing from the 
godown The pledger tried to throw the respomibihly of this loss on the 
pledgee banker It was contended by the Bank that since it had taken all the 
reasonable care of the pledged goods, which a pledgee of ordinary prudence 
would take by maintaining a lock on the said godown, It should not be held 
responsible for the stolen bales The High Court held that the Bank took 
such care of the pledged goods as he is required to take under (he law 
Therefore the Bank was not liable for the loss 

2 Not to make mauthorlted use Under Section 154 of the Indian 
Contract Act, it is the duty of the pledgee banker to see (hat the goods 
pledged are not put to any such use which is inconsistant with the contract of 
pledge If he puts the goods to any unauthorised use, he is liable to compen¬ 
sate the pledger for any damages (hat may arise due to such use The contract 
IS also voidable dc (he option of (he pledger (Section 153) These (wo sections 
cannot be applied together but separately 

3 Not to mix plufscdgoodt Sections 156 and 157 impose such duties 
upon the pawnee as not to mix pledged goods wiih other goods without the 
consent of the pledger otherwise the former would be liable for the damages, 
if any 

4 Return of goods to pledger According to Section 160 of the Indian 
Contract Act, it is the duly of the pledgee lo return the goods to the pledger 
without demand or, as per directions of the latter, as soon as the debt is repaid 
failure lo return the poods would make the pledgee responsible for loss, 
destruction or deterioration of the goods (Section 161) 

5 To return increojc or profit In the absence of any contract to the con¬ 
trary, the pledgee is bound to return any increase or profit, which may have 
accrued from the pledged goods In a case law M R Dhawan u Madan 
Afo/inn end ot/icrj [AIR 1969 Delhi 313J, (he High Court also held on the 
lines as laid down in Section 163 of the Indian Contract Act In this case, a 
borrower pledged certain shires with the banker but the pledgee's right ibout 
dividend etc , was disputed by the pledger The Delhi High Court held (hat 
the pledgee, in absence of any contract to the contrary, acquired only 'special 
property’ in the goods pledged while the 'general properly’ remained wilh the 
pledger and therefore any accretion to shares pledged should be returned to 
the pledger 

DOCUMENT OP PLEDGE 

Although a contract of pledpecao beenlered info lerbaJJ), It i» a safer 
course for a banker to obtain from the pledger a letter of pledge*, w Inch should 
incorporate the following 

I A declaration that the'goods pledged* would cover o//existing and 



400 The La-e ord J^rottiO! cf Baekmf (n leiia 

future debts and documents of title to goods, wheneser necesiarj, be 
delisered to the banX 

2 A declaration that the plcdgn-’s title to goods is clear 

5 A declaration that goods pledged would be insured and stipulated 
margins would at all times be maintained by the borrower 

4 An undertabiDg bj the boTTower to rrpaj all the £none 3 s doe, on 
demand, and to accqM the bank’s ngbt to sell the pledged goods m 
case of default 

5 The pledge should pro\idc a oontinmsg sccnntj and rule m Claytoa’s 
case should not operate 

6 An undertaking bj the borrower to pay rents and other charges 
mcidectal to storage and wrarebousiog 

7 An underfaLiag by the ctiaomcr ihat be will not repJedee the goods 
elsewhere or create ao> encumbrances whalsoes er on the goods tiD 
the conunuance of this debt 

8 The agreement should not exclude baolcrs* geceial hen. 

9 The pledger should undertake to submit periodical sfatcroents of the 
pledged stocks and to allow inspecting staff of the bank aece^ to the 
godowas for inspeciion of the goods and the relevant records 

PRICAUTIOVS 8t B\KRERS 

1 It should be ensured that the pledger has a good title to the goods 
to be pledged. 

2 It should be seen that the pledgermuit not haie pnor eacumbrances 
or charge on the goods created elsewhere 

3 The docomen: of pledge should be complete in all respects 

4 It should exercise full sod effectl^e control oier ihegood* pledged. 

5 Banks’staff should mspeettbegodownsand records from Itiac to time. 

6 It should tale reasonable care of the goods pledged 

ABVASTACSS OF FFESCE 

Pledge is considered to be one of the b«t methods of creating charge 
over the goods accepted for advances for ibe foliow'mg reasons: 

1 Pledge iQsohK less formabties as compared to other methods of 
creating the banker’s charge 

2 Since the goods remain under the control of the bank, it is not 
possible for the pledger to create charge elsewhere on the <J>Tne goods 
w ithout the know ledge of the Irndiog baaL 

3 Manipulation of stocks by the borrower is also rendered difficult. 

4 The banker can easilj sell the goods m case of default in repaimea' 

by the borrower 

5 In case of loss or damace, the banker can claim the amount from 
the insurance company 

mTOTHECATION 

Hypothecation is another method of creating charge on movable proper- 
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ties When creation of pledge is either inconvenient or impracticable, 
hypothecation is most preferred and sought for Sometimes it is the only 
mode of charge available Entrepreneurs, traders and retailers, who want to 
retain goods in their custody for continuing their processes of trade transac¬ 
tions and still want to borrow offer the goods to their bankers only under 
hypothecation The banker may advance them money without taking posses¬ 
sion of such movable assets or commodities which continue to be retained m 
the godowns of the borrower According to Prof Holden, ‘Hypothecation 
IS a legal transaction whereby goods may be made available as security for a 
debt without transferring either the property or its possession to the lender ’* 

Similarly Dr Hart says, ‘Hypothecation is a charge against property for 
an amount of debt where neither ownership nor possession is passed to the 
creditor'* Thus the goods remain in possession of the borrower with an 
undertaking Chat in case of any default m repayment of (he debt he would 
give possession of the goods to the creditor when called upon to do so The 
charge created by hypothecation, thus, finally turns into pledge and the lend¬ 
ing bank enjoys the same rights and duties as that of a pledgee bank There is 
no difference between hypothecation and pledge as regards legal implications 
of possession of the goods In the first case, the possession is ‘constructive' 
while tn the second it is ‘actual' To quote Delhi High Court's observation 
m hf/s Gopal S(nsft IfiraSiKgfi vs hmjab Sauonal Bank (K\K 1970 Delhi 115), 
llie borrower is m actual physical possession of the goods but the eonsiruclive 
possession is still of the bank because according to the deed of hypothecation, 
the borrower holds the actual physical possession not m his own right as an 
owner of the goods but as the agent of the bank. In another case 5rfc 
Ycliamma Coiioti Woollen and Silk Mills Co, ltd (AIR 1969 Mysore 280), 
(he borrow cr company executed a deed of mortgage and a deed of hypoihcca 
(ion for Its movable properties apsinst a debt taken from the Dank of 
Mahinshtn Ltd On n default in repayment of the loan, the Bank served a 
demand notice upon the Company and took possession of stores and spares 
by locking the Mills The official liquidator of the company challenged the 
validity of (he (wo actions at a time The Mysore High Court held that the 
creditor bank had a right of pledge under the deed of hypothecation itself and 
hence it could rciam possession of and sell (he movables 

Chargingof goods through hypothecation » a risicy job for the lending 
s}rft >} iS jjrt possession fd the goois, there are chances of the 
borrower charging the same goods v ith more than one bank or selling them 
without any knowledge of the lending bank 

RISKS itAOLvrD IN iivponircATtov 

1 If the borrower has already hypothecated the same stocks elsewhere, 

It IS dillicult to detect the fact 

2 Since the goods remain m the physical possession of the borrower, 
bank's effective control over such goods is almost ml Taking 
advantage of it, an unfc.rupuIous borrower may play a fraud with his 

• ItolJfn, irfurll/f-j/jr J A/roJirr* 237 

• U L. lUtl. The of HiniOig 5U» Wn . l«Jl ,\ot 2.906 
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banker by hypothecating the same goods elsewhere 

3 The borrower may sell the goods without any knowledge of the 
banker thereby rendering the advance as unsecured 

4 In case of default m repayment, realisation of the loan by sale of 
obsolete and unsaleable stocks may become more difScult Taking 
possession of such stocks is also legally a prolonged affair 

5 Section 534 of the Companies Act, 1956. lays down that any floating 
charge created on the undertaking or property of a company within 
12 months of the commencement of the winding up becomes iD\a1id 
in certain circumstances If ihe banker is not cautious about these 
provisions, he may become an unsecured creditor 

PRECAtmONS BY BANKERS 

1 Hypothecation loans should be granted to persons or business 
establishments having undoubted integrity and honesty 

2 Periodical ffortnightly or monthly) statenenis of stocks etc , submitted 
by the borrower should be checked and inspected by the bank’s staff 
from the godown and account books of the borrower 

3 Stocks must be properly insured 

4 A letter should be taken from the borrower penodically confonmng 
that he has not created charge on the hypothecated goods to any 
other banker or person 

5 A name plate prominently mentioning the fact of bypotbecation with 
the bank, e g , ‘Hypothecated to Bank of Baroda’ or ‘Ottr baolers 
Bank of Baroda’ should be displayed outside each godown It wU! 
serve as a public notice so that a second charge elsewhere on the 
same goods is avoided 

6 Id case of a joint stock company, the charge of hypothecation must 
be registered with the Registrar of Joint Stock Companies under 
Section 125 of the Companies Act. 1956 Such charge should be 
registered within 30 days of its creation Non registralion of charge 

jjaV reader the baak so usssevsed cynditcr 

RESERVE bank’s GUIDELINES 

AGAINST THE RISK OF DOUBLE FINANCING 

Banks have ofien to confroDt Ihe risk of double flnancing in case of 
bypotbecation of stocks by traders and shopkeepers Lending banks while 
granting loans do not try to ascertain if the stocks offered as security had been 
bypclbecated to another bank This amounts to double Ciuncmg, which ts 
injurious to healthy expansion of the baokisg industry as a whole. The 
Reserve Bank’has adiised all its member banks to avoid double flnancing 
by adopting the undemoted guidelines 

1 Before granting any advance, the lending bank should first ascertain 
whether or not the applicant is enjoying similar credit facilities with 
other banks 

' Reserre Bank oj India, Report on and Ftnanee, 1970-71,247 
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2 In case the applicant is already enjoying credit facilities with other 
banks details thereof should besought for If the same goods arc 
hypothecated elsewhere, the extent should be demarcated 

3 Normally, borrowers should be advised to restrict their borrowings 
to one bonk only 

4 The bank should obtain a written undertaking from the borrower 
that he will not hypothecate the same goods with any other bank 
without prior approval of the lending bank 

5 It should also be stipulated that if. during the currency of the loan, 
(he borrowers statement is found to be false, the loan uil] be 
recalled immediately 

6 An officer of the bank should inspect the stocks from time to time 
and should state in bis periodical reports that the goods are not 
hypothecated elsewhere 

7 If some part of the same goods is already hypothecated elsewhere, 
It should be segregated and kepi in dilTerent godowns Separate 
stock books should be maintained for this purpose 

DirrERCNCC RLTWerN RLEDCC AND HYPOTTIECATION 



Basis 

Pledge 

Hypothecation 

1 

Charge 

It is a charge on movable 
properties 

It is a floating charge on mov* 
able properties 

3 

Speeialued Branch 

Pledge is itself a fully grown 
up norm of creating a charge 

Hypothecation is a special 
ised branch of pledge 

3 

Possession 

Goods remain fn possession 
of the lender 

Goods remain in possession 
of Ihe borrower 

4 

Ulilisalion by the 
deblor 

The debtor IS riol entitled to 
use or sell the goods until ihe 
debi is repaid 

The deblor can use or sell 
the goods wilh the prior 
permission of the creditor 

5 

Creditor f rieht to 
sell 

On debtor s default la repay- 
meni, ciedilor has an open 
right to tell Ihe propeiljr 

On debtor** default, credi¬ 
tor a right to lell must be 
preceded by demanding 
possession of the goods from 
the former 


MORTGAGE 

Borrowers, who offer immovable properties like land and buildings as a 
security against a loan, have to crcitc a charge thereon through ‘mortgage’ jn 
favour of the lending banker While in other modes of creating charge 
immovables arc not involved and ownership docs not pass to the creditor, m 
‘mortgage’ transfer of ownership of immovables to the creditor is made 
cITcvtive Immovables include land and buildings, trees, forests, mines, or 
machineries fired permanentJj at a particular place The rules regarding ibe 
mortgage of immovable properties are governed by the Transfer of Property 
Act According to Section 5S (a) of this Act, mortgage is ‘the transfer 
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of an interest in specific immovable property for the purpose of securing the 
payment of money advanced or to be advanced b> way of loan, on existing 
or future debt, or the performance of on engagement which may give nsc to a 
pecuniary liability ' Some scholars have also defined ‘Mortgage’ Holden 
sajs, ‘A mortgage is the conveyance of a legal or equitable interest in properly 
as secuniy for the payment of a debt or for the discharge of some other 
obligaljon ’* Prof Redmond says, *A mortgage js an assurance to the creditor, 
of legal and equitable interest in the property as security for discharge of debt 
subject to a proviso tliai on rcpaynicnt of the debt the property shall revert 
to the borrower '* Thus tnorlgage is a method whereby legal interest of the 
owner m the immovable property passes cn the creditor as a security for the 
debt The borrower, who transfers his interest in the property, is called 
'^fongagor', the lending banker, who acquires interest in the transferred 
property, is called ‘Mortgagee' The principal money and interest of the loan 
15 termed as‘nior/gnge money* and the instrument by which such transfer is 
effected is called the ‘n^origage deed' 

SPECIAL rrAIURES or MOnTCACC 

The above definitions clearly bnne out the following mam charactensties 
of ‘mortgage* 

1 Transfer of an interest By rrortgat'ng a properly, the laorlgafor 
merely transfers his interest as an owner of the property tolhehnder In 
other words, mortgage of property difTcr* from sale of property While m the 
former case, the owner retains possession and transfers ownenhip interest tn 
the properly, m the latter case he transfers‘the possession’as well as‘the 
ownership’ Hence, the word ‘an mtcresi' has been used in (he definition 

2 Specific tiiwto-iabte prepert} The properly to be mortgaged should 
be specific It should be visible and identifiable in size, location and houndajyi 
etc A mortgagor must also state clearly which ofbis properties are being 
mortgaged 

3 Property or share tn the properly be mortgaged The mortgagor may 

offer his entire property or some patl of the property for mortgage If any 
property has two or more than two co owners, each of ihe co owners is 
entitled to mortgage his share in such property {Dehi Stngh u Singh 

and others (AIR 1971 Delhi 3IQ 

4 The purpose should be security of the debt The transfer of property 
should be made for jhe sole purpose of securing a debt or any monetary 
obligation Transfer for any oiher purpose would be out of the purview of 
the mortgage Transfer for the purpose of efTecting sale or for discharging a 
debt cannot be treated as a mortgage 

5 Security may be for an existing or future han The borrower may 
mortgage his property in order to provide security for the existing loan or 
any Joan which be proposes to take in future 

6 Actual possession The mortgagee may or may not obtain possession 
ofthe mortgaged properly Possessiofl iS not aa essential condition m all 

* Holden, cp tu. 26fi 

* Redmond, Law Rthumg lo BcnLme, 171 
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Cases of Tnoffgage 

7 Right of sale Subject to Uie provisions of the/clUive‘Morigag- 
Deed* and the Transfer of Property Act, ihc mortgagee may sell the 
mortgaged property m case of defiult in payment by the mongagor 

8 Return of the mQrlgagt.dproperty After the principal and interest 
amounts of the Joan arc repaid by the borrower, the mortgagee is required to 
restitute the property to its original owner 

TrfES or MORTOAGC 

The mortgage as a method of creating charge over lmmov^bles has 
obtained a wide prevalence with the expansion of industries especially small 
units As such several types of morigagc have dt.vc1opcd over the years to 
meet the needs of the bankers and the borrowers Many of them arc rccogni 
sed by law while a few others ire tr idifiorul Section 58 of the Transfer of 
Properly Act, recognises the following types of mortgages nnd specifies 
the It ibihtics of vinous piriies thereto 

J Sunplt tmngage {S'.ctton 5S (by] Where a mortgtgor binds himself 
personally. Without dehtenng possession of the mortgaged property, to pny 
the morigagc money and ngrees, expressly or imphcdly, that in the event of 
his fiilurc to pay money according to the contnci, the mortgagee shall have 
a right to cause the mortgagedpropertx to he jolJ amS proeccis of tWe to he 
applied, so fir as may he necessary, in paym nl of the mortgage monev, the 
transaction is called a •simpL morigagc’ TJius, a mortgagee vviJj have to 
seek intervention of the court m order to efftct sale of tlie property He 
himself cannot sell the property because he dues not have its possession This 
mortgage is also called 'ffort Rossessory .Uorigojc In case of default in non 
payment of the debt, a mortgagee under ‘simple mortgage* has to adopt 
either of the two alternatives 

(i) to seek permission t>f the court for elTcciing sale of the mortgaged 
property, or 

(ii) to file a suit agamsl the debtor or recovery of the debt as a whole 
Naturally, the fint course is preamble and more safe 

2 Mortgage by coiuliiio’al sale [Scclwii SS (c)] Where a mortgagor 
ostensibly sells the mortgaged property on any of the following conditions, it 
IS called a ‘mortgage by condilronal sale’ 

(/) that m case of default in repayment of the mortgage money on a 
certain date, the safe shaft become absofutc, or 
(u) that in case of repayment of the said money, the sale shall become 
void, or 

{ill) that in case of repayment ofthc saiJ money on a certain date, the 
buyer shall transfer the property to Ihc seller 
If any transaction is to be deemed as a mortgage, Ihc above conditions 
should be embodied in the mortgige deed itself in other words, a mortgai e 
by conditional sale should always be made in writing it cannot be implied 
There IS much difTcrcncc between Ihc 'mortgage by conditional sale* and 
‘conditional sale’ In the former case, the right to claim back the property 
rests with the mortgagor and the mortgagee has a right of foreclosure (the 
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niorl£agor loses hjs right lo redeem the mortpged properly) through the 
court In the latter case, if the pucbascrdemands back Ihc sale price nilhia a 
specified tune limit, the sale stands canoeKed Thus, la one case it is oca- 
pajment of money, in the other case It IS demanding back of money; in one 
case, It IS through the order of the court, in the other case, it is the SMsh of 
the purchaser that cocCrms or cancels the sale An important Case law on 
the subject ts cited hereunder 

Patel Aljnaram Nxthudas and others •J'. PaleJ Babubhal KasbarJal 
1975 Gujrat 120) In this case the difference between ‘Mortgage by Con¬ 
ditional Safe’ and ‘Compfeted Sale’ was categoncafly recognised by the Court 
According to facts of the case, a document was signed between the two parties 
describing the transaction as a‘Sale* with the stipulation that if the amount 
paid by the transferee was not returned wiihin a period of 21 jears, the trans¬ 
feree would become an absolute owner The Court obseried that any contract 
of sale cannot be kept open for a period as Jong as 21 jears Bamng the 
words 'Sold', 'Owner* and ‘Return of Rs 2500* there was nothing extra wluch 
could clearly point out that it was a contract of sale Further the words 
‘return’ denotes a debtor-creditor relationship rather than the seller purchaser 
relationship, because the question of ‘return’ could only arise m case of 'debt* 
Thus, it was a transaction of mortgage b} conditional safe and not of a 
compiled sale 

3 £/.tw/nirru<TQ mortgage {Section SH (</>] In this t\pe, a mortgagor 
delivers the possession or binds himself expressly or impliedly to deliser 
possession of the mortgaged properly lo ihc mortgagee He further 
authorises the mortgagee to retain such possession until repajment of the 
mortgage money and also to reccise rents and profits from the property He 
may further authorise to appropriate (he same in lieu of interest, or m 
payment of mortgage money or partly of both Thus, the mortgagor is not 
personally liable to pay the debt unless it is mutually agreed upon between 
the two parties In ease of the mortgagor’s failure to repay the debt, the 
mortgagee cannot file a suit either for sale of ihe mortgaged property or for 
Toierfcisinc The only coorse opien to the mortgagee is lo retain possession of 
the mortgaged property and pay himself out from the profits and rents acenuug 
from such property In Ammugum »i Mamthakutu GounJer (AIR 1973 
Madras 242), it w-as held by (he Court that eten if the rate of interest was 
not stated in a mortgage deed, it would be considered as a 'usufructuary 
mortgage* and not merely a ‘lease deed’ 

No time limit is specified for continuance of the mortgagee’s possession 
m this type of mortgage The mortgagee can retain possession of the property 
as long as the debt is not rapid If (be mortgagor does not bnng a suit for 
redemption of the mortgaged property within 60 years, the mortgagee bccomw 
an absolute owner of the said propejly 

Bankers do not favour such mortgages for tw o reasons First, there is 
no personal liability of the mortgagor to pay the debt. In other words, be 
cannot be sued for realisation of the debt Secondly, the mortgagee has to 
retain possession of the property till the iccosery of the debt through appro¬ 
priation of rents and profits This s a long process for which bankers cannot 
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a/Tord to wait 

4 En^Usi, mortgage [Section S8 (<*}J Any transaction m which ‘the 
mortgagor binds himself to repay the mortgage money on a certain dale and 
transfers the mortgaged property abso>ule)y to the mortgagee subject to the 
proviso that he will transfer it to the mortgagor upon payment of the mortgage 
money as agreed’, is called an English Mortgage Thus, the chief features of 
this type of mortgage arc 

(a) The mortgagor falces personal liability to repay the debt on a certain 
date 

(b) The mortgagee remains an absolute owner of the property 

(c) Transfer of the mortgaged property is subject to the provision that, 
on rcpiymcnt of the mortgage money, it will be retransferred to the 
mortgagor 

(d) In case of default, the mortgagee has a right to sue the mortgagor 
but no right to foreclose • 

Under Section 69 of the Transfer of Properly Act a mortgagee has 
a right to sell the mortgaged property in certain special circumstances, without 
seeking prcmtssion of the Court 

5 ^forlga^e h> deposit of title deeds or rquiiable ^fortgesp [Section S8 
(f)l Where a person dciners to bis creditor documents of title to immovable 
property with in intention to create a security for the debt, the transaction is 
called a'mortgage by deposit of title deeds* or ‘ei^uifaWc mortgage* This 
type of mortgage has the following special features 

(I) Deposit of title deeds of the property is an essential condition 

(h) This type of mortgage is effective only in Calcutta, Madras, Dombay 
towns and in other towns which the State Govt concerned may 
notify through its OfTicial Gazette 

{III) There should be an intention of the depositor to provide security for 
the debt 

(/>) Registration of the mortgage is not necessary 

(v) Property may be situated anywhere in India but documents are to be 
lodged only in the notified towns Thus documents of a property 
situated m Nasik may be delivered in Bombay in order to create an 
equitable mortgage {Central Banl. of fndi2 ir NussersanjI, 57 
Bombay 234) 

6 Anomalous Montage }Scction 59 (rtl A mortgage which is neither a 
•simple mortgage’nor a‘mortgage by conditional sale* nor an ‘usufructuary 
mortgage’, nor an ‘English mortgage* nor a ‘mortgage by deposit of title deeds' 

IS called an anomalous mortgage 

Thus an anomalous mortgage may be a miT of all the five mortgages 
narrated above or it may be a combination of two or more types of mort* 
gages Any mortgage, which cannot bccatcgoriscd specifically, is an anomalous 
mortgage 

Ram Dayal& others w Db9QwarLal4. others (AIR 1973 Rajasthan 173) 

In this case, the mortgagor had mortgaged his property as a security for 


»I oreclosure meins loss of morijitM i rifht to red-cm the n»rtf*c«4 property 
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principal amount of debt and interest thereon The property nas also handed 
o\cr to the mortgagee Moreover, the mortgagee also accepted personal 
liability of the mortgagor for payment of interest, which was already secured 
by the mortgaged property The mortgage deed further stipulated that if the 
rents and profits arising out of the property fell short of the amount of 
interest, the mortgagor would be liable to pay the balance of interest every 
year and if he still failed he should pay compound interest on the due amount. 
The Rajasthan High Court held that this mortgage was not purely a 
usufructuary mortgage but it was an anomalous mortgage 

LEGAL AND EQUITABLE MORTGAGES 

A /egfl/ mortgage is a mortgage in whxh the mortgagor transfers legal 
title of the property to the mortgagee as a security for debt, present or future, 
subject to the condition that the title will be retransferred to the mortgagor 
after repayment of the debt Thus this mortgage of properly for the security 
of a debt is not a sale The mortgagor has a right to redeem his mortgaged 
property through repayment of the loan A legal mortgage must always be 
created by a 'mortgage deed' 

An equitable mortgage ts a method whereby an agreement, express or 
implied, IS entered into so that an equitable inlcrtst in the property is created 
through deposit of documents of title to the mortgagee Thus, legal title to 
the property does rot pass to the mortgagee although the mortgagor under¬ 
takes. through a‘Memorandum of Deposit, to execute a‘legal mortgage* in 
case he fails to pay the mortgage money m time In such case, the mortgagee 
is entitled to apply to the court for contersiot of wt equnabte mortgagu into a 
legal mortgage 

In order to constitute a valid equitable mortgage, it is not essential that 
title deeds should be deposited by the borrower himself The delivery of title 
deeds to the banker may be physical or constructive The following case law 
throws light on it 

Pcntala GiihaTardbana Rao and others ^s The Andhra Bank Ltd and 
others (.AIR 1973 Andhra 245) A customer look a loan of Rs 75,000 front 
the Andhra Bank Ltd The loan was meant to repay the existing debt due 

to the Indian Bank and secured by an equitable mortgage on the property 
According to the terms of the agreement, the Indian Bank returned ‘title 
deeds* and a ‘mortgage bond’ to the Andhra Bank after receiving payment of 
Rs 75,000 from the latter The customer further executed a ‘memorandum 
□f deposit of title deeds' m favour of the Andhra Bank When a dispute 
arose in regard to the validity of the mortgage because the documents were 
not handed over properly by Ihc customer but by the Indian Bank, it was 
held by the High Court that handing over of title deeds by the customer was 
not physical but was constructive because the Indian Dark had handed over 
the same to the Andhra Bank. Tbe delivery of title deeds whether physical 
or constructive was valid Alsothat the documents were brought to the cosiody 
of Andhra Bank on the instrurtions of the customer The mortgage made by 
the Indian Bank to Andhra Bank was valid since the former had acied as an 
agenU Moreover, the customer himself had executed a ‘Memorandum of 
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beposit’ Stating ipecifically that documents so deluered were in Iicu of the 
amount borrowed by him from the Andhra Banl. To quote the Court's 
ruling, ‘The essence of a mortgage by deposit of title deeds js the actual band 
ing over of the documents of title in respect of immovable property by a 
borrower or his 'igcnt to the lender ’ 

Sulochana and others M The I'andyan Bank Ltd & another (AIR 1975 
Mad, 70) The Head Office of the Pandyan Dank Ltd , was situated m the 
town as notified under Section 58 (0 of tbc Transfer of P:opcriy Act Bat the 
branch of this Bank, from which the borrower sought a loan, was not situated 
in the notified town fn order to secure the loan, the branch of the Bank 
received title deeds from the customer The branch sent these documents 
for scrutiny and report to the legal adviser in us Head Office The Bank 
treated this deposit of document as on ‘equitable raongage* but the borrower 
disputed It saying that the submission of documents was to the Branch and 
not to the Head Office The Branch was not located in a notified town hence 
no equitable mortgage arose Secondly, lodging of documents was only for 
the purpose of satisfying the Bank for the borrowers solvency and not for 
any other purpose 

It was found by the Court that, after scrutiny by the Bank's legal adviser, 
the documents were received back by the branch and it forwarded them again 
to (he Head Office for the purpose of ‘deposit’ Thus a valid equitable 
mortgage was created The customer’s plea of ’satisfying the solvency’was 
not accepted since he did not demand back the documents so delivered The 
DIFrCRCNCE OETWCEN LEGAL AND EQUITABLE MORTOAOP 
Bans of Difference Legal Mortgage Equitable Xtortgage 

J Lejal title The nortsasor immedloitlj/ The morljasor agteti onI)r 

treAi/rn ihe lepi lille on ihe te tnuiVrr legal title on hit 
monsssed property failure lo pay ihe monasge 

money 

2 DeposU of iiife Deposit of tide deeds has oo Deposit of title deeds is sulTi 

deeds meaning unless iransfcr of cieni to create in equitable 

legal tide Js eomrleled tnortgaEc 

3 Agreement In v*ril Agreement in writing (or This agrtemeni can either 

ing deed/ is an essentiality of the he wriiirn c»r implied 

legal tnoflgage 

4 RegisiratioQ If the mortgage money Is Equitable mortgage requires 

Rs lOOor more, the inslru no registration 
ment creating legal mwlgage 
should be registered 

3 Cost and lime Ursa costly and time con It uves costs as well as 

fuming method because ft time 
requires stamps and regislia 
tJon 

6 Court S Intervention It does not require Inierven All equitable mortgages 

lion of the court as legal finally have to be converted 

mortgape’itself ts in a Rnal into legal nsortgages 

shape through Intcrsniiion of ihe 

CS'UIl 
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Court observed, ‘Section 58 (f) does not require that the debtor himself must 
in person produce the documents and deposit the same m any lowms 
mentioned in that Section If the intention was fo deposit the documents in 
the town mentioned in the Section and the documents were Fonvarded cither 
through the agent of the debtor or through the agent of the creditor, the 
ultimate deposit shall be deemed to have been made only in the town 
mentioned in that Section aod not mihe place where the documents in fact 
were received for the purpose of deposit ’ 

RELATIVE MERITS OF AN EQUITABLE MORTGAGE 

Equitable mortpapes have several advantages over ‘legal mortgages’and 
arc created frequently now a days These adi-antages are discussed below 

1 Requires ro registration Equitable Mortgage is less expensive and 
requires minimum formalities 1l docs not attract any stamp duly under 
the Indian Stamp Act The ‘Memorandum of deposit* and the title 
deeds are not required fo be registered under the Indian Registration 
Act 

\xi United Rank of India Ltd *s Ms Lekhnrtmt Sonaram and Compart} 
onif ot/ierT, It was decided that any deed creating equitable mortgage did not 
require registration The Supreme Court observed, ‘When the debtor deposits 
with the creditor title deeds of bis properly with an intent to create a security, 
the law implies a contract between the parlies lo create mortgage and no 
registered instrument is required under Section 59 as in other classes of 
mortgage* In another case, it was deaded that a covering letter with which 
the title deeds were forwarded to Ihe morigagee did net require registration 
Rakoo Shaft Uttain Cltand artd others \s hamlanseu and olhtts 
Delhi 120) 

2 Credit does not sirffer Registration makes things public but since 
equitable mortgage does not need registration Ihc credit of the mortgagor 
does not suJTer It remains a matter between the mortgagor and the 
mortgagee-bank and no other person comes to know about this deal 

3 Simple to create An cquilable mortga^ requires less time and is 
Simple lo create 

4 Fatotirahle post repa}menl position After repayment of the debt, the 
mortgagor receives back the docuroerls oF inie However, if be wants to 
redeposit them for securing any other debt or if he has not withdrawn the 
deposited docurnents even after ibe repayment ofthe debt he can use them 
for creating another mortgage without writing another deed In a legal 
mortgage, however, a Fresh deed is required to be executed for each advance 

5 Mortgagee's Rights The luortgagec gels the same rights as are 
conferred m case of a simple mortgage This means that m case of default 
in the repayment of debt by the mortgagor, the mortgagee has a ‘right to 
cause’ the mortgaged properly to be sold in satisfaction of the debt and 
interest and any other charges thereon 

RISKS AND DEMERITS OF FQUITABI-E MORTGAGES 

An equitable mortgage may be Fraught With several risks which, if not 
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Cared for, may prejudice the value of the scctinly KscJf TTiesc risks arc • 

1 /’riorif; mor/^flje Ifa‘legal mortgage’ exists prior to the 

creation of an equitable mortgage, the former will get priority rights over Ihc 
mortgaged property Thus, if a banker accepts an equitable mortgage 
without having cared for the prior mortgage, the banker’s position in obtain 
mg security of the debt would become secondary Howeser, if the legal 
mortgagee himself is a party to the creation of such an equitable mortgage, 
then the banker s priority rights to such property won’t be afTcctcd 

2 JVegligencc of ihe first mortgagee Section 78 of the Transfer of 
Properly Act draws our attention to such risk According to it, ‘Where 
through the fraud misrepresentation or gross neglect of a prior mortgagee, 
another person has been induced to advance money on the security of the 
mortgaged property, the prior mongagee shall be postponed to the subsc 
quent mortgagee ’ Thus, misrepreseofaeion or fraud or gross neglect should 
not occur on account of the first mortgagee otherwise he will have to lose the 
priority charge 

Lloyds Bank \s P. F. Guzder and Co {ILR 56 Cat S68) In this case, 
Guzder and Co , had an overdraft from the National Dank which was secured 
by deposit of title deeds of the property Guzder and Co, wanted to create 
subsequent mortgage in favour of another bank (the Lloyds Dank) for taking 
another overdraD One of the partners of Guzder and Co, requested the 
National Bank to return the title deeds of the property He falsely represented 
that he wanted to sell the properly and clear the bank overdraft He further 
pleaded with the Dank that if the intending buyer was asked to come to the 
bank and see the documents, it would effect prestige of the firm and the sale 
would fetch less price of the properly than expected The banker believing 
the words of the partner handed over the title deeds to him Consequently, 
the partner created a subsequent mortgage by depositing title deeds with the 
Lloyds Dank and obtained an accommodation of Rs 5 lacs from that Dank 
It was held by the Court that the mortgage to Ihc National Bank had post¬ 
poned in favour of the Lloyds Dank because of the National Bank’s negligence 
in handing over the title deeds to the mortgagor 

3 Subse(pii.nt legal mortgage b} l>orrmer Ifa borrower first creates 
an equitable charge on his property and subsequently he creates a legal mort¬ 
gage on the same properly with any other mortgagee, the subsequent mortgagee 
will gel priority over the equitable mortgagee It is advisable to the equitable 
mortgagee that disbursal of the loan is made only after obtaining the original 
title deeds 

4 Beneficiary's pnarti} ener Equitable Mortgage If a person, who 
holds title deeds as a trustee, creates on equitable charge over them, the claim 
of the beneficiary of the ‘trust’ will have pnonty over the equitable mortgagee 

5 Purchaser's pnoril) cter EquHe^e Charge 3V’herc a person purchases 
a property but, before conveyance of the property, Ihc seller creates an equit¬ 
able charge thereon the purchaser’s priorily will prevail o»er that of the 
equitable mortgagee even if the latter might not be aware of such sale 

6 An Etpensne and Tune Consammg \Itlht\l The oZfimafe ir/ned/ 
available to an equitable mortgagee IS 10 obtain a devrec from the Court for 
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sale of the mortgaged propcrtj Tliis might become an expensne and tune 
consumios method for the mortgagee 

PRECAUTIOKS TllE BANKER 

Since the adtantages from an equitable mortgage o\er weigh the nsks 
associated with it, mortgagee banks are adMsed not to eschew it hut to adopt 
the following precautions 

] Ongmal title deeds should be oblaioed from the mortgagor and their 
proper scrutiny should be made by a solicitor 

2 A ‘memorandum of deposit* for the mortgage «bou1d be ohlained 
from the mortgagor 

3 During the currency of the mongage, the bank should not allow its 
customer to take away the iiilc deeds on any excuse 

4 Normally adiances should not be made on the mortgage of trust 
properties 

5 Timely action should be taken by the banker in case of default m 
repayment of the loan bx the mortgagor so that legal formalities for 
sale of the mortgaged property or realisatton of the mortgage mocey 
are completed 

RIGHTS OF A ytORlCACEE BANKER 

A mortgagee banker obtains differeot rights as against the morlpgor and 
(he mortgaged property These rights mainly crasnale from the prosisioos 
laid down in the Transfer of Property Act and are gl^en below; 

1. Rtslit to sell the moilsoseJproprrtjr (Scclion67) A\Tiea the mort¬ 
gagor defaults in makiog repayment of the debt on a certain date, the 
mortgagee has a nght to sell the mortgaced property But, before taking this 
step, the mortgagee must hate sened a notice on the mortgagor to repay the 
debt and should basecaused saleorthepropertythicogh the court. Howe\cr, 
this nght IS not a%'ai!able in ‘usufructuaiy mortgage’ and ‘mortgage by 
conditional sale*. Further, the Court's prcm^ioa for sale is not necessary in 
case of an English mortgage 

2. Rtght /£> JWc' the J-fongagpr {Seriron 6S) Where a mortgagor com¬ 
mits default in repaying the debt, the mortgagee bank can sue the former for 
the mortgage money This right exists in ctifirr of the following cases 

(i) Where the mortgagor binds bim'aelf personally la repay the money, 

(if) WTiere the mortgaged property is wholly or partially destroyed or the 
security is rendered msuflicicnl and the mortgagor has refused or 
failed to prosidesuflScieatsecunty 

((h) Where the mortgagee is deprived of the whole or part of his security 
because of default or wrongful act of the mortgagor 

(fi) Where the mortgagee is entitled to possession of the tnorteaged 
property, as in the case of mortgage fay conditional sale or an English 
mortgage or usufructuary mortgage, but the mortgagor refuses or 
fails to delner the same to the mortgagee 

Whether a mortgagee is entitled to exercise the ncht to sue the mort- 
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gagof and the right to sell the security simultaneously is an important ques- 
tion Jn Bi/iar Stale rieclrfal} Board and others \s Oaya Colton & Jute ^^llh 
Ltd (AIR 1976 r-itm 372) it was decided Ihil although a creditor is vested 
with these two rights, but these two rights are distinct and independent In a 
suit to enforce (he personal covenants of the mortgagor, the mortgagee was 
not bound to sue for realisation of the security 

3 Bight to selhxllhoul an inter\eniion o/tfie Court (Sec 69) Amort* 
gagee need not seek the court’s permission for cfTccting sate of the mortgaged 
property in cither of the following circumstances 

(/) Where the mortgage is an English mortgage 

{//) Where the mortgagee is the government and (he ‘noitgage deed' 
confers an express power of private sale 

(/u) Where the mortgaged property or any part thereof was on the date 
of execution ofthe mortgage deed. Situifcd within the towns of the 
Calcutta, Madras llombay or in any other town or area notified by 
the stale government in the ollicial gazette and the mortgage deed 
confers such express power of sale on the mortgagee 

The following conditions should be fuiniled for exercising the above 
rights 

(a) a notice m writing requiring payment of the principal money should 
be served on the mortgagor and the default in making payment 
should have continued within 3 months of such notice, or 

(b) interest under the mortgage ameunling, at Ifist, i.v Rs iOO remains 
unpaid for 3 months after becoming due (notice is not necessary m 
this case) 

The sale proceeds of the mortgaged property shall be held by the mort¬ 
gagee as a trustee of the mortgagor The funds so received should be applied 
m the following order 

(/) All the costs, charges or expenses incurred m selling the property 
should be paid 

(fi) Adjustment ofthe mortgage money and all other related sums, 
interest etc 

(f/i) Balance, if any, should he paid to the mortgagor 

4 Right to appoint a Receiver {Section 69 {A)\ Any mortgagee, nho is 
authorised to sell mortgaged property without intervention of the Court under 
Section 69, is also entitled to appoint in writing a ‘Receiver’ of the income of 
the mortgaged property The name of the Receiver may cither be proposed 
in the mortgage deed itself or such person may be oppoinled in consultation 
and agreement with the mortgagor and, in case of non agreement between 
the parties, by the order of the court 

The person so appointed shall demand and receive sums and issue legal 
receipts Ife vvitl utilise the funds in paying of taxes, interest, commission and 
other lawful claims If any balance is left, it should be utilised in payment of 
the debt with the written instructions ofthe mortgagee 

5 Rti;hf of accession to the morfga>:eJproperti ( lect/ m 70] In absence 
of any contract to the contrary, the mortgagee has a ncht to ibe accession 
(addition or natural growth of properly) that may occur in the property sub- 
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sequent to its mortgage The examples of such accession maj be cited as 
erection of a building in a mortiared plot or gronlb of trees and weeds in an 
agncultural land 

6 ftrghl in case of rerenol of a mortgaged lease [Section 71J In 
absence of an) contract to thecoatrar), ifa mortgaged property is a lease, 
and the mortgagor obtains a icnewal of the lease, the mortgagee will also 
have a right on such renewed lease 

7 Right to reemer morp) spent on morigagedpToperty [Section 72J A 
mortgagee may spend such monej-s as arc n«tssar> for the following purposes 
and mav rccoier them alongnith the pnncipal monej of the mortgage, in the 
absence of any contract to the contrar>. from the cioTt’‘agor 

(0 For prcseiration of the mortgaged proper!) from dHtrvclion, for¬ 
feiture or Sale 

(ij) For supporting the moncagor's title to the propen) 

(m) For making his own Idle good as against the irortea'*or 
(ir) For renewal of ihe lease, id case the morigaged propert\ is a fcase- 
bold 

The mortgagee ma) charge loieresion the above sums at the rate at whi^ 
the principal money is pa>abie b> the mortgagor If no such rate is fixed, it 
shall be 9% per annum 

8 Right to Foree/<?«fre (Sfrtjon /67J Jf the mortragor fail> to repay 
(be mortgage mone) b> the agreed date, the mortgagee his a nefat to obtain 
& decree from the court debatring the mortgagor of bis richi to redeem hii 
property from the iQortgacee This right is available in the niortC3''e by 
condiiional sale*, nod also in an ‘anomalous mortgage’ 

DUTIES OF BAWTwER IN POSSESSION OF MORTCACED PROPI31TS 

Duties of a mortgagee, who is in possessioa of the mortgaged prop*rQ, 
have been laid down in Section 76'of the Transfer of Propeil) An. The 
mortgagee banker should be aware of these duties failing which he mieht 
have to incur habiTiIirs to the morlgagor 

1 A raortgagee-in possession must manage the property as a person of 
ordmar] prudence would manage bis own 
2, The mortgagee must make his best efforts to collect rents and profits 
from such property 

3 In the absence of an) contract (o (he contrarj, the mortgarecs should 
pay all (he rents, taxes, and government revenue during such 
possession 

4 In the absence of a contract to the contrary, the morjearre must 
make such repairs to the jtfoperty as he could easdy pay out from 
the balance of rents or pn^ts ]c&. if any 

5 The mortgagee should not commit or cause to commit any destne* 
live or injurious act to the property 

6 If he has insured the mortgaged propeity, he should obtain tS* 
insurance money m case of loss or damage of the property and use 
such money in resurrection of such property 

7 The mortgagee must maintain an accurate account of all jneoEje and 
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expenditure in connection with the mortgaged properly 

8 The balance of income, after meeting all expenditure, should be 
utilised in payment of the mortgage money 

9 Where the mortgagor deposits the mortgage money, the mortgagee 
must issue a receipt therefor. 

RIOIITS OF A MORTGAGOR 

I. Right of redemption of mortgaged property After making payment 
of the mortgage money, interest thereon and other relative charges, a mort¬ 
gagor IS entitled to demand back his mortgaged property from the mortgagee 
However, m certain cases, the mortgagee may seek extinction of this right 
through a decree of the Court 

2 Right to arrange for repair of the property If nothing contrary has 
been agreed upon, a mortgagor has a right to arrange repairs of the property 
during the period of the mortgage 

DtrrERCNCC DCTWCCN LIEN, PLEDGE AND MORTGAGE 


Dasis Ll<n Pledge Mortgage 


I Nature 


The crediior has the 
right to retain the 
goods of the debtor lilt 
the debt is fully paid 


It refen lo bailment of 
movable goods as lecu 
riiy for a specifle debt 


Ii refers lo transfer of 
iitTe in an Immovable 
propeity as a security 
for a speeiflc debt 


2 Movableor U concerns mosjbte fr coricems ro atJ types If concern! lo immov- 
immovable properties specially of movable propemes able properilei only 

property leeurities 


3 Possession of Possession of properly 
IS retained by ihe 
creditor 

A Right to sell Right 10 sell the secu¬ 
rity is not conferred 
upon ihe creditor 
straightaway 

3 Agreement Creation of lien is 
generally due to opera¬ 
tion of law No agree¬ 
ment Is required 


6 Types 


7. Right for 
foreclosure 


Lien has only l«o 
types—general and 

spccul 

In case of default cre¬ 
ditor does not get 
right for foreclosure 


Possession of property 
Is retained by the 
creditor 

The creditor it entitled 
to sell the security, If 
Ihe debtor defaults in 
making payment 

Special agreement 
should be made for 
creation of a pledge 


Pledge has no lypes 
except hypothecation 

Pledge does not confer 
right for fore-closure 
upon ihccreditor 


Possession of properly 
IS generally with Ihe 
debtor 

The creditor can seek 
tale of Ihe security 
through a decree of 
the court 

Agreement should be 
made lo create mort¬ 
gage Such agreement 
may not always be 
in wr/flng and verba) 
agreements may be 
made 

Mortgage has several 
types 

The creditor is equipp¬ 
ed by faw with this 
rt|hii 
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3 Riglii to additions to (be property In the absence of any contract to 
the contrary, all the additions earned out voluotanly by the mortgagee during 
the currency of the mortgage shall, on redemption of the debt, belong to the 
mortgagor 

4 Jtisht to make copies or exirocrj from the liile d'^eds Id case of a 
mortgage by deposit of the title deeds, a mortgagor IS entitled to inspection 
and make copies of such documents and title deeds which be has deposited 
with the mortgagee 
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GUARANTEES FOR LOANS 


A person is free to choose his own way for seeking loans ‘Guarantee* is 
one such method by which a person interested in seeking a loan but unable 
to o^er a tangible security is assisted by a third party known to him by 
standing as surety and the lender accepts the arrangement proposed by the 
borrower and the surety At present, guarantees are frequeoily and widely 
accepted by bankers while lending funds (o industrialists, traders, transporters 
and agriculturists In India, guaranteed loans assumed much importance 
since the nationalisation of major commercial banks m 1969 Persons, who 
have a weak or no financial standing, can now look to bankers for seeking 
purposeful loans for their economic rehabilitation Thanks to the national 
policy to socialise banking and to help the poor and backward classes, com* 
mcrcial banks in the couniry have been granting group-guaranteed loans 
under many schemes sponsored by the Government of India and the Siite 
Governments and those devised by the banks themselves under innovative 
banking Almost all such loans are covered by the l>eposit Insurance and 
Credit Guarantee Corporation and some loans for the economically weaker 
persons are being subsidised by the respective Governments 

There arc three stages when Ruarantccs arc required by banks First, 
the borrower may not lx: having any tangible asset for providing a security to 
the loan Secondly, where the tangible asset provided as a security for the 
loan IS not sulTicient or n rendered msutncienl to cover the amount of the 
loan Thirdly, the applicant fur loan has nothing to offer as security and his 
personal creditability is not accept ible to the banker for loan In such cases, 
the other person may be n friend, neighbour or relative holding good credit 
offers hts guarantee and (he lending banker is inclined to accept his promise 
to repay the loan in the event of the borrower’s failure to do so Here we 
a.bjJI AO dcjiad Jcgaijand/»wr«caj aspects pf Vna/J.wccs* jo 

context of loans/advances giien b> banks (o their customers 

urriviTioN OF 'cuARArrrtE* 

In common parlance, guarantee is a promise by a third party to repay the 
loan taken by a borrower in cisc of Iiis default. However, there arc 
some other standard definiliuns given under statutes and by prominent writers 
In the Indian Contract Act. Section 126 defines guarantee ‘as a contract 
to perform the promise or discharge the iiabihly of a third person in case of 
hts default.’ According to ShcMon, *a guarantee is a promise made by one 
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person to anotber tobeconaterallyans^eraWeforlbe 6 ebt,dsr 2 ultoriais- 
camape of another personLord CiorJey «ntcs that‘customers who ha« 
little or no tangible semnt\ of Ibeir own to offer as co\er for a proposed 
adtanee. often inform the bank that they hate a relatnc or fnend who is 
prepared to guarantee the rcpa^ineDt of the loan.** F E Pen^ £35*5, *a 
guarantee is an undertaking to be responsible for the debt of another’* J l«f 
Holden identifies the nature of the guarantee and S3>"S, ‘when a gusranior 
signs a guarantee in fatour of a banker, be is saving in effect, adtanee money 
to j our customer and if he does not repav, I mil be responsible.’* Thus, a 
guarantee is a promise b> the surely to the banker The surely or guarantor 
IS to be called upon to repay only if ihe principal debtor fails to do so The 
adtance granted against a guarantee unsupported by collateral secunty is just 
like an unsecured advance lo the cuaranlor and to the customer 

CHIEF OlARACrmtSTlCS 

In Order lo uoderstand the oature and meaning of a coolracl of guarantee. 
Its chief characteristics should be cbnfied. Its essential features are gnen 
belov. 

(1) A Of cn oral Contract According to Section J26 of the 

Indian Contract Act a 'contract of guaianiee* can be made either orally or 
be in writing. However it is advisable to the banks to always go in for a 
w ritten contract so that no uncertainly arises in future and a proof could be 
produced m a court of law mease of any dispute between the contracting 
parlies 

(2) Existence of three porues lo usual contracts two parties arc suffi 
nent lo give it a lav^ful effect but in a contract of guarantee existence of three 
parties is an essentiality * These parties are a surety, a pnnnpal debtor and 

a creditor The person w ho giies the guaraolee is called the ‘iureij* or 
‘guaranior* The person for whom the guarantee is given is called the 
•principal debtor* and the person to nbom Ihe guarantee is provided isl"riDed 
as the ‘creditor ’ 

(3) Three separate contracts WTieu a contract of guarantee is entered 
into, three *cparale contracts are noticed First, between the pnacipal debtor 
and the creditor; second, between Ihe pnncipa! debtor and the surety, and the 
third, between the surely and the creditor 

(4) Secondarj liabilit} The liability of the guarantor is ‘secondary ’ and 
anses only in case of default in repaymcoi by the principal debtor Hie basic 

* Shetioa^, Praetire anJ La* of Sitiliitg J3! 

• Lord Chotlcy Law cf Barkint ~86 

•F E Peiry TTie Clements cf Bar^mg 317 

*J M Holden Seevrtsy of BanXer s AiTOaegs.^n 

» Ibid 

•laAcjpcr \agnK Safiatcin SmI. ZSd. rt Uuten of India end ether (1581) {Andhra 
LacTimes 215) ii was hrifl by ihe Divuion Bench of ihe High Court ihst ‘a conlraci 
of piarsnlec is Inpartiie ■vihcie &ree persons vir., the principal deblor, the 

(Ted not and the surety, areinrohed. But it» nol ntcessaiy that the principal debtor 

must expressly be a party to the dociuscBl of puanuitee, at it >s adequate if the pnoa 
pal debtor » a party by impheatioa ’ 
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JiabtJity IS (hat of (he principal debtor 

(5) Amowif of the guaraiicc A contract of guarantee may or may rot 
cover the whole amount of the principal contract, it may represent only a 
part amount When the market price of the tangible security deposited by 
the debtor fluctuates down, the banker may ask for a guarantee for the value 
of the loan not so covered by the value of the security 

(6) An'express' or'imphctT contract A contract of guarantee may be 
an ‘express contract or an implied contract according to the conduct of the 
parlies Implied contract exists in case of bill of exchange' where the 
endorser is liable to pay the amount to the endorsee in case the acceptor fails 
to pay it 

(7) Guarantee may coier exislii^ or future debts A contract of guarantee 
may either be for the existing debts or may be executed for the debts to occur 
m future on any fixed date or during any specific period Thus, (he principal 
contract between the principal debtor and the banker may or may not exist at 
the time the contract of guarantee is executed Dut, m practice, it so happens 
that the contract of guarantee includes existing debts only 

SOMl LEGAL JMrilCATION HCIATJNO TO CUARAmCE 

A contract of guarantee, in cfTeci. is not so simple as it looks on its face 
It IS extraordinary as compared to simple contracts The following points arc 
noteworthy 

(1) It's not a cotiiraci of gootlfaith A contract of guarantee is not a 
contract o( good Cauh {itbirnnmae/ida) Therefore, the creditor is under no 
obligation to disclose any such information to the guarantor which may badly 
alTect the credit of (lie debtor So far as the banker is concerned, he has to 
mainiam full secrecy of each customer s accounts The banker is entitled to 
presume that the guarantor is in know of the facts affecling the customer’s 
interest So, thebankcrshouldnoldiscloseanythiogmorethan ivhal is demand¬ 
ed by the guarantor He should not say anything about his previous dealings 
with the borrower concerned In ffamifion u if'alson (1845), it was held that 
the banker need not disclose to the prospective guarantor that the debtor’s 
account stands overdrawn unless the guarantor himself takes a lead m this 
respect In tfylhesis Labiwcfirre (iS$S). it was held by Lord Chancellor 
Chelmsford that ‘the creditor is not bound to inform the matters affecting the 
credit of the debtor or any circumstances unconnected with the transaction in 
which lie IS abouf fo engage wflieft wiiYnsnJerAif pofifiotr rmm: hirsnlisus' 
In another case. Coop,r\s haiionil Proiincial Bank Ltd, I9i6 it was held 
(liat the banker was under no oMigition to disclose to the guarantor all the 
regular happenings occurred before the contract In fmperiat Bank of/mlia 
IS Aianasi C/ietfiar.(l930i 53 Mad S26-83I, it was held by the Madras 
High Court that the Kank was under no obligation to volunteer any informa¬ 
tion to the surety about his customer’s past indebtedness The guarantor 
cannot avoid his obligations under these pretexts However, if the contract 
IS of a fidelity guarantee (such as imurance). the person to whom guanntee is 
given should disclose all material facts to the guarantor Moreover, m case 
of all sorts of guarantee contracts, the creditor banker must answer all such 
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specific questions as are put by the proposed guarantor 

(2) There should be a habihl} ojftfrceabie at la'^i The liability for which 
the contract oF guarantee has to be eucculcd should be enforceable at law 
Thus, a guarantee given for a time barred debt is not valid because the debt 
IS not enforceable at law [Maitju Mahadeo is SImappa hfanjti {191S) 42 
Bom 444J 

(3) Capacil} to contract The contracting parlies for the guarantee 
should have a capacity to contract That is, they should neither be insane 
nor minors If the guarantee has been given for a mmors’s debt, the guarantor 
Will take the place of the principal debtor and the contract won't be a 
guarantee The debt of minor is void af> laitio and if it is guaranteed, the 
contract between the minor and fhecreditorttdlbecomea ‘secondarycontract' 
and that between the guarantor and the creditor, ‘the principal contract’ 
IKashha u Shnpat (1854) 19 Bora 697} 

So far as the capacity of a joint stock company is concerned, it may have 
powers to borrow money but that does nol mean that it also has powers Jo 
give guarantees on loans from bani ers The folJo'Mng points help determine 
the capacity ofa joint stock company lo enter a coni/aci of guarantee 

0) Whether the company has been lawfully incorporated 

(ii) What are the provisions in the Menorandum of Association and 
Articles of Association regarding the company's powers to give 
guarantees and creation of charge therefor on the assets of the 
company 

(hi) What IS the financial position of the guarantor company as indicated 
by its final accounts 

(n) Whether the company is a holding company or a subsidiary company, 
while holding companies can give guarantee for the loans taken by 
subsidiary companies but subsidiary companies cannot give guarantee 
for their holding company 

(i) Is there any resolution from the Board of Directors of the compaay 
to give guarantee for Ihc pnnapa/ debtor ’ 

(vi) Is there any letter of authority issued by the company in favour of 

the perron executing the contract of guarantee on behalf of the 
company “t 

Any partner of a partnership firm cannol give guarantee on behalf of 
the firm But this qualification is not applicable m two cases, namely, 

(/) the firm’s mam business is ‘guarantee’ business and 

OO when all the partners have authonsed a particular partner to give a 
guarantee on liebalf of the firm 

The capacity of the married women lo enter into contracts of guarantee is 
also limited because (i) they generally do not possess their own private vealth, 
and (h) if the principal debtor is any relative of the mimed i oman she can 
avoid liability on the plea of an undue influence by such relative If at alt any 
guarantee from a married woman is essential the banker should lake help of 
her solicitor who could make her understand the pros and cons of the contract 
of the guaranfee The banker should sec^* a written confirmation from 
solicitor that the woman concerned knows well the implications of the 
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contract 

(4) Consideration for guarantee A contract of guarantee must also 
satisfy all the requisites of a \alid contract It must be supported by a lawful 
considcratjon The consfdcralion may be a direct one or an indirect one It 
IS not always necessary that somclliins beneficial must have been done for the 
guarantor, if anything beneficial has been done for the principal debtor, it 
will be termed as a valid considcnlion for the contract of guarantee Section 
127 of the Indian Contract Act recognises this position According to it, 
‘anything done, or any promise made for the benefit of the principal 
debtor may be a sufficient consideration to the surety for giving the 
guarantee’ Thus, if an advance is made by the creditor to the debtor or the 
creditor refrains from suing the prm'-ipal debtor on the payment having 
become due, It will be term-d as a wild consideration But guarantee for a 
past debt would be invalid If the guarantee is given subsequent to the original 
contract, further fresh consrdcranon would be required TTic consideration 
may not be m writing >ct ihu bankers prefer to incorporate the following 
words in the document of guarantee contract 

‘In consideration rf the bank opening and/or continuing an account 

with (the principal debtor) 

^Yhen the guarantee includes future debts also, the following words arc added 
in the document 

•or otherwise giving credit or accommodation or granting time to the 

principal debtor whct/ier alone or jointly with another or others ’ 

(5) Concealnient of luaicnal facts or misrcprcsentauon The guarantor 
has every right to know all the maienat Tacts about his prospective liability 
The banker should not overplay Ins duty tomainfain secrecy of iliccuslomer’s 
account The need of a contract of guarantee itself shows that the principal 
debtor s situation is not satisfactory Inspitc of this, the banker should not 
have any secret arrangement with his customer for the concealment of any 
material fact 

The effect of misrepresentation either by the principal debtor or creditor 
banker is that it invalidates tlic ‘guarantee contract itself According to 
Section 142 of the Indian Contract Act, any guarantcu with has been 
obtained by meins of misrepresentation made by the creditor, or with his 
knowledge and assent concerning a i latcnal part of the transaction is invalid ' 
Section 143 of the same Act further narrates effects of the concealment Ukc 
this any guarantee which the creditor has obtained by means of keeping 
silence as to material circumstances is invalid 

According to these provisions we may summarise below the points m 
connection vvith the concealment and misrepresentation 

(i) The concealment must be an intentional one It should be a 
fraudufent concealment of matenaf facts [Balknsfma rr of 
B 15, Bom, 585, 59IJ and/mp rial ik of InJu rr Arjnasl 
Ch Utar (1930) 53, Mad 826-331) Mere non-disclosurc of facts 
cannot l»c termed as ‘concealment afTcciing the validity 

(ii) Misrepresentation should also relate to material facts 

(III) Material facts depend upon the circumstances Facts which arc 
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mafcnal in one case may not be material m another cas6 
Or) The burden of proof that such and such fact was a material fact falls 
upon the surety 

(v) The benefit of doubt goes to the surety 
Thus, while demanding guarantee for the loan, a banlvcr js not bound to 
disclose all the past rnformation about the principal debtor In H'csimiasler 
Bank Ltd rr Coird (19-tO) 46 Com Cas 60, the banker did not inform the 
subsequent guarantor about previous ostrdrafls guaranteed bj other parties 
On the insohency of the principal debtor, the subsequent guarantor sued the 
bank for not disclosing about the debtor’s existing oserdrafts ‘ Justice Tucker 
held that there svas no duty to disclose (he information which was not demand 
ed though the concealment of facts was neither material nor fraudulent If the 
prospective guarantor demands some information from the banker, the latter 
should give scry simple ansners which should not be eqiiiiocal In Danes ts 
London and ProMitcial Afarin-’ Insurance Co (1878) it was held by the learned 
judge that ‘scry IiUIc said which ought not to base been said and very little 
omitted which ought to have been said provides a sufficient ground for the 
invalidity of the contract of guarantee' 

Also the banker's reply should not depend merely on a guesswork In 
-Proimeia/5a«fc IS Gtamisk (1913) 3 K U 335(339). it was decided 
that the bank should disclose only such loformalion which was certain It is 
also advisable to banks (o seek prior consent from the customer for disclosure 
of the material information 

(6) Undue i/i/fucnce A free consent on the part of all the parties is 
necessary for a contract Keeping this in view, a banker should not insist 
very much on the surety to sign the instrument of guarantee otherwise this will 
amount to an ‘undue influence’and affect the validity of the contract 'The 
pnncipa! debtor should also not engage himself m exercising pressure upon 
tbc guarantor for the loan 

(7) Misunderslaiidiitg If a person signs the instruraent of guarantee 
under a misiaken notion, the contract of guaranies becomes void as there is 
no free consent In a case law Carlisle and Cumberland Banking Co i.v Bragg 
(1911) IK B 489, where the person signed the guarantee contract on the 
mistaken notion that it related to some insurance matter while it was not 
actually so, 11 was held that the giiarantor was not bound by such contract. 
However, the party cannot escape the liability if the misunderstanding was 
due to its own negligence {Saunders ss Anglia Building Sa-iety, I970J 

(8) A consracl of guarantee is not a contnr-t of indemnity A contract of 
guarantee seems analogous to a contract of indemnity Hence it may be 
pleaded that a banker may accept either of the two But actually it is not so 
The two contracts are quite different According to Section 124 of the Indian 
Contract Act, the contract of indemnity has been defined as ‘a contract 
by which one party promises to save the other from loss caused to him by the 
conduct of the promisor himself or by the conduct of any other person ’ Thus, 
jf a consignee of the goods loses a railway receipt, he cau obtain delivery of 

t A\sa set Imperial Bank of Indio M Aianati CJirniar, and lf)ffies n Labouehert, 

{p 419) of thi« Chapter 
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thcgoods by submiding an mdmnity bond to the railway authorities con 
ccrncd In indemnity contracts, the indemnity arises only when the loss is 
caused by the promisor himself or by the conduct of any other person Because 
of special provisions in the Indian Contract Act (Sections 124 and 125) losses 
caused by accidents are also included m the indemnity contracts Thus, all 
insurance contracts arc also reeJeoned with as indemnity contracts The 
indemnity contract is also similar to other contracts, including guarantee 
contracts, m respect of the parties’ capacit) to contract, a lawful objective and 
a free consent but still some points of difference exist between these two 

The case law Punjab National Dank %s Shrt Vikrant Colton Mills and 
(jnof/ier, (AIR 1970 Supreme Court 1973) is important on the subject In 
this case, a bond was executed by one Mr Ranject Singh, who agreed to pay 
on demand all moneys which might be due asan ultimate balance from the 
debtor Company to the Dank This bond was not clearly termed as an 
agrec/nc/il of giiara/iroe but when some dispute arose and it was referred to 
the Court, the Allahabad High Court held it to be an Indemnity contract The 
issue was further taken to the Supreme Court which reversed the earlier 
decision and held that although the bond did not recite m itself that the 
Company was the 'principal debtor’, still it was a guarantee bond and the 
Company, the Dank and Mr Ranject Smgh were parties to it It was in the 
judgment of this case that the Supreme Court clearly observed the difTercncc 
belTvecn an 'indemnity contract* and a ‘guinnicc contraci' in these words ‘A 
promise to be primarily and independently liable for another person's conduct 
may amount to a contnet of indemnity A contnet of guarantee requires 
concurrence of three persons, the pnncipal debtor, the surety and the creditor 
.^thc surety undertaking an obligation at the request, express or implied, of 
the principal debtor The obligation of the surety depends substantially on 
the pnncipil debtor s default Under a contract of indemnity, liability arises 
from loss caused to the promisee by the conduct of the promisor himself or 
by any other person ’ The following points emerge from this judgment 

(/) Number of eoniracis imohed The contract of indemnity involves 
only one contr'’ct, that is, between the mdemnificr and the indemnity 
holder The guarantee contract, eJrhough it looks a single contract 
on the surface, in fact involves two contnets, one between the banker 
and the principal debtor and another between the banker and the 
surety 

(//) JiUinbcr of parlhs imoheJ Only two parties arc involved in the 
indemnity contract—the mdemnificr and indemnity holder But in 
a contract of guarantee, three parlies arc involved, viz., the creditor 
banker, ihc principal debtor, and the surety (S'a^pur Nasrik 
Sahakarl Bank Ltd rs the Union of hJiJ I9S1,tirttO 
(III) Printar} and secondarj hab/litj Since the indemnify contract is an 
independent contract, the liability of the promisor (indemnifier) w 
primary in nature and arises as soon as any loss ocruri to the 
indemnity holder However, the liability of the promisor (surety m 
case of guarantee contract) is secondary and arises only in case of 
default of the principal debtor (a party to the pnmsry contract) If 
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the principal debtor rutfiU his obligalicn, the question of the surety 
liability does not arise 

(n) Basts of habtUty In a contract of irdcmoitj, the liability of the 
lodemniher depends OR the happening of a contingency whereas in 
a contract of guarantee, ibt basis of liability js an existing legal debt 
guaranteed by the surety 

(r) Oku millatne or request b^ others In an indemnity contract, the 
promisor (indcmciher) bis to act on his ms n w iihout any request by 
the indemnified while in a guarantee contract the surety gi\es his 
guanntcc on the request of a third party (pnncipal debtor) 

(m) Pvrpos’ of contract The purpo'^e in the ti\ o contracts is different 
While the contract of indemnity is entered into for rcimburscmeDt of 
the Joss, the contract of guarantee is effected for presiding a security 
against the debt 

(i/i) Promisor's right to su third parites Iran indemnity contract, the 
promisor (mdemnvfier) has no right to sue third parties for loss m his 
own name However, he can do so in the name of indemnified 
(promisee) In a contract of guarantee, the surety having discharged 
the debt owing to the creditor can sue the pnncipal debtor to his 
ow 0 right 

(iiiQ Considcraiwn In the contract of indemnity, the indemnifier (or 
promisor) gels direct consideration from the indemnified (promisee) 
whereas in (he contract of guarantee there is no direct considreafiori 
to the surely The coosideratiOB oWaiaed by the pnonpal debtor 
IS presumed to be the coosidemiion for the surety 

(iX) Exoress or implied eonrmcr WTiile the indemniiy contract can be an 
express or implied one, the guarantee contract 15 always an express 
contract 

(a) Rights of subrogation and rcintbursaitritt In an indemnity contract, 
the promisor (inderaniScr) cannot avail of these rights while in the 
guarantee contract the promisor (surety) is ecwled to these rights 

AOVAOTAOES OF GUARAITTEE AS A SECURITY 

A banker has conspicuous advantages m accepting guarantee as a security 
for loan, these ate as under 

(1) Koflit luarions tn salve Unlike other secumies such as goods, shares 
and land and buildings, the value of the guarantee docs not ffuctuate till the 
guarantor remains a solvent person 

(2) Minimum formalities The system of seeking guarantee is simple 
and involves miRimum formalities Bankers nsualiy have a standard pnnted 
form encompassing various clauses to give maximum proleeuon to tbe banter 
The guarantor has simply to fill in the form, sign and return it duly witnessed 
to the banker 

(3) Adaptability The contract of guarantee is adaptable to different 
circutoslances, actual and prospective both, 

(4) Speedy action by banker The coniiacl of guarantee mates it 
possible for the creditor banker to take speedy action against the guaraaf * 
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for realisation of the loan even before havms full recourse against the principal 
debtor 

(5) Easily Liiforccable In order lo realise the debt the creditor banker 
has simply to seek action of the court against the guarantor 

DISADVANTAGES Of GUARANTEE AS A SCCURITY 

The security of guarantee IS also not free from a few flaws mentioned 
below 

(1) No tlircrt tangible support A guarantee does not have any direct 
support of tangible goods In case of default in payment by the principal 
debtor, the creditor banker has nothing in his direct control to sell or retain 
possession of the tangible issel 

(2) Dependence on soli^ncy of guarantor This type of security depends 
upon the present and future solvency of the guarantor In case of ony 
deterioration in liis solvency the value of the guanntcc also goes down 

(3) Vnccrlain aspects In cise of default by the principal debtor, the 
banker has to iniintc legal action against the guarantor but it may tike i long 
time in deciding the case Secondly it is diflicult to know whether the judg 
ment in each suit will be favourable to the creditor bmker 

(4) Strained rclaiionship If the guarantor is also a customer of the 
bank, any action against him for realisation of the loan may strain the banker- 
customer relationship or may cost the banker in losing two customers at a time 

TYPES or GUARANTCrS 

According to the nature ind use of the contract of gujnntce it can be 
classified m scseral categories although only a few arc preferred by bankers 
The major types arc discussed below 

(1) Eetratpcctnc or prospccthe guarantee When the contract of 
guarantee covers an existing debt only, it a called a Retrospective Guarantee* 
However, when a future debt is secured through a contract of guarantee, it »s 
called a 'Prospective Guarantee ’ A guarantee contract may include both the 
existing and future debts sinmltancously but, in actual praclicc, guarantee is 
always sought for existing debts 

(2) Specificsuaruntce Any guarantee, which is given for a single debt 
and to a particular penon, is called a 'Specific Guarantee’ or a 'Special 
Guarantee ' This guarantee comes fti an end as soon as ffte dedrf guaranfeed 
has been repaid Hankers have to deal with cases of specific guarantees m 
their day to day dealings with customen 

(3) Guarantee for a part or nhoU of the debt Where a guarantee is for 
a part of the debt the banker can claim from the olTicial assignee of the 
debtor only such amount of the debt as IS left unpaid, after having received 
the guaranteed amount from the guarantor The guarantor too on payment 
of the amount of his liability to the banker can stand in the shoes of the 
banker and can prove his claim •'••amst the estate of tbe debtor lo the extent 
of the amount paid by him (guarantor) Cn the'guaranlccs for p.ifl of the 
debt, there is always an imminent danger of the guarantor escaping hii 



426 The Law and i’raetice of Bcaditng in tn^u 


liability by saj mg that the banker had advanced funds in excess of nbat waS 
stated in the guarantee contract Tins might be held as a breach of the 
contract 

Where a guarantee is for the whole amount of the debt, the question is 
simple On default by the principal debtor, the banter can recoier the entire 
amount of the debt from the guarantor 

Where a guarantee is for whole of the debt but the guarantor’s liability is 
limited to a llxed sum, the matter becomes complex The banker can claim 
the whole debt from the principal debtor irrespective of the fact that he has 
received the guaranteed amount from the surety The guarantor s amount has 
to be kept in a ‘suspense account by the banker The proceeds received from 
the 'official receiver' of the insolvent debtor have to be credited to the loan 
accounts, if still any balance IS left unpaid, it should be met out from the 
amount held in the ‘suspense account* and the remaining amount be returned 
to the guarantor If the dividend received from the oflicial receiver plus the 
amount received from (he guarantor fall short of the loan amount, the banker 
has to bear the loss For example P takes a loan of Rs 10,000 from 
Vijaya Bank and Q stands as a guarantor of the whole amount but his 
liability IS agreed to be limited to 50% of the loan amount If P turns 
insolvent, the Vijaya Bank must realise the agreed amount of Rs 5,000 from 
the guarantor and again put a claim for the full amount (R$ 10,000) of the 
loan before the official receiver of (he debtor If a dividend of 75% is 
paid to the banker, the remaiamg amount of loan (Rs 10,000—Rs 7,5W)bas 
to be met out from the guarantee amount and the surplus Rs 2,S00bepaid 
to the guarantor Q 

(4) Written or oral guarantee A contract of guarantee may be written 
or oral Section 126 ofihe Indian Contract Aet, 1372 recognises both these 
systems However, bankers always prefer a written guarantee so that no 
disputes arise in connection With (be lerms and conditions of the guarantee in 
future 

(5) Revocable and irreiocahli'giiaranfec Any guarantee which can be 
withdrawn within the currency of the loan is a Re\oeabte Guaranree Any 
guarantee which cannot be withdrawn till the debt is fully repaid is called an 
frre\ocablc Guarantee A ‘continuing guarantee* is a 'Revocable Guarantee’ 
vvhile a 'specific guarantee' is an 'Irrevocable Guarantee' 

(6) Continuing guarantee According to Section 129 of the Indian Con 
tract Act, ‘a guarantee which extends (o a senes of transactions is called a 
continuing guatantcc ’ This type of guarantee is not limited to any single 
transaction but applies to a senes of distinct and separable transactions for 
an indefinite time or till its rcv«»tion by the guarantor or may be subject to 
limits of time or amounts mutually agreed upon A continuing guarantee is 
prospective in nature This type of guarantee is preferred where the banker 
and the debtor do not want to bother every time for entering a guarantee 
contract afresh This is general in nature and may include all transactions 
the amount of which was hiiherto due from the debtor The continuing 
guarantee remains in operation till it docs not end itself according to (he facts 
and ciKumstances of the case or is not revoked by the guarantor The period 
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of limitation will start only after discontinuation of the continuing guanntce 
In a case-law, condensed below, it lias been decided that so Jong as the 
account is a live account and there is no refusal on the part of the guarantor 
to fulfil his obligation, the period oflimitadon docs not commence 

Mrs I Margret Lnlita Samuel (Appellant-defendant) u Indo Commercial 
Bank Ltd (Respondent Plaintiff) {AIR 1979 Suprcim Court 102) In this 
ease, (he plaintiff bank advanc^ certain moneys (o s Modern Ifindustan 
Food Products Ltd , Poona of whicli the defendant was one of the 
directors She alongwith her husband Sbri C B SimueJ, Die Managing 
Director of the company, executed a guarantee bond by whicli they jointly and 
severally guaranteed to the bank the repayment of all moneys which shall at 
any time be due to the bank from the Company on the general balance of their 
accounts with the bank or any account whatever The guarantee was to be a 
continuing guarantee to (he extent of Rs 10 lakhs at any one time Shn C B 
Samuel died on the 2-lth April 1951 Later, by her letter dated the 2nd 
February 1952, tJic dcfendanl acknou’ledged her persons) l/.ibiJify to repay to 
the plaintiff a sum of Rs 2,71,531 86 which was stated to be the balance due 
to the plaintiff from the company as on (he 31si December 1951 On the 8lh 
November 1954 the present suit was filed by the bank to enforce the guarantee 
bond against the defendant Tlie suit was contested, inter aha, on the ground 
that It was barred by limitation 

The Trial Court .icccpied the contention advanced on behalf of the 
defendant and dismissed the sun When the case was ultimately brought (o 
the Supreme Court, the dcRndants argument on the point of limitation was 
repc.alcd by the Supreme Court with the following observation 

‘The guarantee is seen to be a continuing guarantee and the undertaking 
by the defendant is to pay any amount that may be due by the company 
at the foot of the general balance of its account or any other account 
whatever In the c.ase of such a continuing guarantee, so long as the 


running Limit ition would only run front the date of breach under 
Articles 115 of the Schedule to the Limitation Act, I9J3 ’ 

PRCCAUTIONS BY till’ LtKlMMi 8ANKCR IS ACCCPrt**C GUARANfCrs 

While lending against a guarantee, a banker should take the following 
prccaufiorrs so Ctrse iftemotte) tent bytrmtremNfttafeandieswiT; 

(1) To obtain a stains reports on guarantor. An advance against n 
guarantee is almost akin to an unsecured advance because it is not supported 
by any tangible asset The guarantor's creditworthiness is the only basis which 
can secure the debt It is, therefore, essential for the banker to ascertain the 
financial position of the proposed guarantor. R. W. Jones observed 
once, ‘the security behind a guarantee is the instant abdity of the guarantor to 
pay when called upon Not only the extsune rmanch) $fafui but the future 
financial status of the guarantor IS also important for the binker. The best 
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source to know the financial strength of the party can be the guarantor’s own 
banker If the proposed guarantor is also one of the bank’s customers. 
It IS not difficult to answer the question, but if he banks elsewhere, it is custo 
tnary to ask him the name and address of such banker and to tell him that the 
opinion about his suiiabilily as a guarantor is being obtained from hts banker 
While making enquiries, the lending banker should be cautious in stating the 
amount to be ndvanccdycovercd by thegaarantee Sometimes adoption of an 
extra precaution by quoting higher figures than amounts actually involved in 
the guarantee might create a misleading impression on the guarantor’s bankers 
about their customer entering the commitments \\ here the question of joint 
and several guarantee is involved, the lending banker should make enquiries 
as if each party involved IS u sole guarantor This would make the lending 
bank's position more safe 

The status report of the guaiantor obtained from his banker should be 
studied carefully If the reply is m a lew words, such as Undoubted or 
Undoubted for )0VT Figtirm and Purposes, it should be conceived as a very 
good status of the guarantor Long and ambiguous replies, an example 
whereof is given below, do not help a banker and should be avoided 

*Our customer is respectable and trustworthy but. we do not think, he 

would enter into anycontractwhichhedoes not sec his way clear to fulfil ’ 

2 fvcciinoii of the Utter of guarantee Although an oral guarantee is 
also lawful but the banker should always insist on a written guarantee for 
which either the ‘Letter of Guarantee* or ‘Guarantee Bond’ or ‘Memorandum 
of Guarantee’ has to be executed by the guarantor in favour of the lending 
bank Bankers have standard printed guarantee forms which the proposed 
guarantor has to fill in and sign It is jusi pt^sibJe that the guarantor may 
insist on deletion of certain clauses of the punted guarantee form, the banker 
may allow such alteration but without impairing his interests The agree- 
ircnt form should also be properly stamped according to the provisions of the 
Indian Stamp Act 

J CYanfication oft Re amount of guarantee ITic amount ofeaefi guarantee 
should br staled clearly in the ‘fetter of guaraulee' so that no dispute arises in 
future in connection with the scope of the guarantee In the absence of any 
contract to the contrary, it is pjcsunied that the guarantee is for the whole 
amount of the debt 

4 Signature of guarantar Mere filling in a guarantee form by the 
guarantor does not bring inlo existence any contract unless it is signed by the 
suarantor himself or by bis authorised agent The guarantee form should be 
igned/executed in the presence of the Bank officer, who will explain to the 
guarantor nature of all the terms of the agreement before it is signed. The 
signing of the deed should also be properly witncssci The banker should 
never allow the guarantor or his agent take away the guarantee form to his 
home or elsewhere for signing Jt otherwise this will enhance the chances of 
forgery In Carlisle d Ciimberland Banking Co is Bragg (1911)1 KB 489, 

It was emphasised that guarantee fonii should not be handed over to tlic 
customer for obtaining signature oflhe guarantor because this might otherwise 
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Increase (he chances of misrcprescnfalion of facts (o the guarantor and forgery 
in the signature of the witness Ilowcscr the lending banker can allow 
signing of the guarantee form outside the bank rremiscs say at any of follow¬ 
ing three places at any other branch of the same bank or at any other bank, 
or at the olTicc of any rclinblc solicitor 

5 Ans)\ermg guarantors tjiiesllons The guarantor needs absolutely a 
fair treatment from the lending banker before he signs the deed of guiranlec 

He IS entitled to inform himscjf of any fact which might help him make op 

his mind to Sign the guarantee or not T1icfcr>re the banker should answer 
him all (he rclcvinl rjucstions ibou( the pnncipal debtor and his Bccoun( Jt 
IS better to answer questions m the presence of the customer (principal debtor) 
liimself The btnkcr has duties of care and secrecy (owards his customer 
Tlic bank manager should not spenk and give information on his own unless 
required lo do so by both the parties Out the banker s silence on a parlioitar 
point might amount to a misrepresentation 

When the banlcr customer and would be guarantor meet the soundest 
policy for the banker is to explain briefly to the guarantor the nati rc of his 
liability under the guarantee If no questions are raised by the would be 
guarantor the banker should bring the meeting to a close with expression of 
courtesy to the participants 

6 Prc/crcncc to a jmt and sacral guirontee Where a cuslomer 
proposes guarantee I y one person the banker should insist on guarantee by 
two or more linn i wo persons Tic banker should ask all such guaranlori 
to sign tlic deed of guar intee and accepting joint and several liability 

7 Guarantee peruh! The banker should know (be period of (he 
guarantee and have the dale of expiry noted in Ins records Usually, (he 
period of Joan and (he guarantee period come dc The hanker should start 1 is 
cITorts to have the loan repaid well Kfore the debt becomes time barred 

8 provisions of the Partnership ict Tlw (ml r should be aware of tl e 
constraints created by the Indian Partnership Act 19^2 According to Section 
38, a continuing guarantee given lo v firm ur to u ilurd party m respect of 
the transactions of a firm is m the ibstncc of an agreement to the contrary 
revoked as to future transactions from the date of any change in the cons 
stitution of the firm A change in the constitution of a frm occurs when 
there IS any death insolvency or retirement of a partner or ndmiltancc of a 
new pirlner Tlicrvfore a banker should see that m the guarantee contract 
such coiifuTgcnowffiv jiAapi r/elf pnn.Jcd fyr fa fkal s caali'eNnas c^sesalcc 
IS not revoked due lo such changes 

9 hnovvlcdgc of jurtsdetiem A banker should know the junsd ction 
wherclhedispulcsrcljtingtolbeguannlceconlract can be lakcn, if necessary, 
to a competent court of law Generally the jurisdiction of the staiion 
where the loan was utibivJ IS applicable (o Ibe rcblive guarantee contract 
Taking disputes to a wrong court does not help a banker realise the guarantee 


> See Tliurn/rm Soiionot ProthteUil mJVmhn Bjnk of r^tlctd I K 11 461 
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money On the contrarj, it may delay the rcahsaiion or make the guarantee 
time barred The TolloMing case lati should be noted carefullj 

Indian Bank, Madras is L. Raiuastiamy ard others {AIR 1977 
Karnataka 107) Tlie Indian Bank, \Mtb its Head Office at Madras, nas the 
appellant m the suits It broucht 5 suits against defendant Nos 1 to 5 It 
had sanctioned a loan of Rs 60,000 to defendant Ko 1, a repatriate from 
Burma, bjs application for such Joan basing been sponsored b> defendant No 
5, M 2 , the Repatriates Co-optratnc Finance &. DeseJoproent Bank Ltd, 
Madras of «bich defendant Nos 1 lo 4 were members 

\thile the hjpothecation deed was executed by defendant No 1 at 
Bangalore, the Rronussory Note was executed at Madras On the drrectioa of 
the plaintitr Bank to its branch at Ilancalone. the amonat of lean was paid to 
defendant No 1 at Bangalore after ihe hypothecation deed bad b^n executed 
by him A promissory note vias also executed by defendant Nos. 1 lo 4 at 
Afadras and they were to repay the loan amount in 30 equal instalments with 
interest at Bangalore branch A deed of guarantee had also been executed at 
Madras by defendant No 5 binding itself to discharee l/3rd of the ondis 
charged loan alongssith interest Thus, the defendant No 5 was a guarantor 
of the performance of defendant Nos I to 4 

Defendant No I, hasine committed default in payment of the stipulated 
mstalments, the plaictifT bank filed suits acainst defetidan! Nos 1 to S m a 
court at Bangalore and the preh /iiiiory isnte raisfJ nor nh‘'iher the Bangalore 
Court had territorial jurisdieiion to entertain the suit 

Held that disbursal of the contracted loan amount and repayment 
thereof pertained to the performance of the loan contract and the eaute of 
uriion did arise at a place not onh uhere the eoniroet \\os coroluJed but Yhere 
performance thereof took place A part of cause of action in ihu case uadoubt 
edly arose at Bangalore and b> \irtue of the provisions of S 20oftheCiMl 
Procedure Code, Ihe Bangalore Court bad jun^ciion to entertain the suit 
against the defendants 

10 ArpiJ Clmfon's Rule ^Vllere death, insolicncy or lunacy of the 
prioopal debtor or the guarantor occurs or where a aotice of revocation of 
the gu^raatee is rccen ed by lie bank er, the loan account pn case of a con 
tinuing guarantee) should inunediately be broken so that the application of 
rule m the Clayton’s case is aiotded 

1] Demand tangible assets T\bere the guarantor s finannal standing is 
w eak, the banker should insist on the guarantor to deposit some tangible assets 
as a collateral for the loan If such a security « lodeed in svppoit, the 
banker should see that the guarantor also executes the relevant mcffioraadam 
of deposit, or morlcane in addition lo the signing of fbe deed of guarantee 
12 Periodical reports Where large amounts areiovolied the status 
enquiry should be repeated every six months during the currency of tbf loan, 
because a guarantor’s financial posidoo may dcleriorale 
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PROFORMA 

DEED or GUARANTEE 

In considcratton of the Mod,! Band of India Ltd (hcremaflcr 

referred to ^s Bank) allowing an accommodation by way of 
upto a limit ofRs (Rupees ^ only 

at my/our request to M/s of 

bearing interest (5’ %P a aMlh quartcrly/half yearly rests l/uc 

hereby jointly and scvcrallj guarantee and agree to pay and satisfy on demand 
to the Dink or its assignees all moneys and liabilities already advanced, paid 
or incurred on the above mentioned account or which may at any time 
hereafter be advanced paid or incurred, to or for the use or accommodation 
of the above named parly whether in respect of promissory note or other 
negotnbic securities draw n or accepted or endorsed by him/them or otherwise, 
alongwith interest and other Bank charges legal and other costs, charges and 
expenses with may be or become due from the above named party on the 
general bahnee of his/their above mentioned account provided that'my/our 
liability on this guannlce shall not exceed m the whole upto a limit of Ks 
only apart from the interest accrued thereon at the rate of 
p *1 with incidcntil chirtcs. costs and m case of litigation, all costs incurred 
I/Wc further agree, jointly and severally as under 

(1) That this guarantee shall be a continuing guarantee for all moneys 
which may become due and owing by the above named party to the bank on 
the above mentioned account and on any other account 

(2) That my/our guarnniec shall not be considered as wholly or partly 
satisfied by payment or adjustment at any time hereafter of any sum or sums 
of money for the time being due or even if the account shows a credit balance 
In the event of my/our death or my/our becoming under any legal disability, 
the liibilily of niy/our legal heirs, executors, administrators or legal repre¬ 
sentatives and of my/ouf cstitcfs) shall similarly continue 

(3) That It IS further agreed, subject to the aforesaid limit, that the 
guarantee shall extend to and cover and be a security for all further sums 
that may at any time and from time to lime fall due hereafter from the above- 
named party 

(d) That the Bank shall be at liberty without mytour further consent or 
knowledge at any lime to grant to the customer above named any extension 
of time or indulgence to enter into any compromise, arrangement with him/ 
them or to accept balance confirmation m that account or gel his/thcir loan 

documents renewed or secure icknowicdgmcnt from himhhem as the bank 

may from time to time think fit, without in any manner affecting my/our 
liability under this guarantee The guaratcc shall remain alive against me'us 
also during the full period of extension by acknowledgment by w ay of balance 
confirmation or otherwise pgiinst the above-named debtor 

(5) That It IS further agreed that any neglect of forbearance on the part 
of the Bank m enforcing payment of the monies which may from lime to time 
fall due from the above mmed party shall not in any way affect my/our 
liability to make good the balance due on the general balance m the afore- 
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said account on demand by the Bari, nor shall my/our liability to maLe good 
the amount due on demand bj the Bank be alfecied merely b> reason of the 
principal party ahosc named not adjusting the account on demand My/our 
liability shall be concurrent and coordinate v.»lh the principal party 

(6) That if the above named party becomes bankrupt or insohent or 
enters into any agreement or makes any composition uith his/iheir creditors, 
the Bank may, notwithstanding payment to it by me/us of any part of the 
amount hereby guaranteed, rank as creditors, and prove against bis/lheir 
estate for the full amount of the Bank’s claim or agree to and accept any 
composition in respect of the same and shall receive the whole of the dividend 
composition or other payment tbeicon, to the exclusion of my/our rights as 
guarantors for the party in composition with it until its claim is fully satisfied 

(7) That to the extent that the bank may obtain salisfaction of ibe 
whole of its claim against the above named principal party I/VVe agree that it 
may enforce and recover from my/our perron and mj’/our properly upon this 
guarantee, full amount hereby guaranteed along with interest charges etc 
thereon nolnithstandme any such proof of composition as aforesaid and 
notw ifhstarding any further guarantor, of a co guarantee or surety w h'ch the 
bank may hold or be entitled to in respect of the sum agreed to be hereby 
secured or any part thereof 

(8) That the debit balance in the party's account as disclosed from the 
Bank's books on any given day shall be conclusive evidence against me/us as 
guaniTiior(s) of the amount due on the above said account and shall not be 
questioned by me/us 

(9) In case the amount guaranteed by the guaranlorls) is paid b> the 
borrow cr(s) to the Bank and the Bank m consequence diurhargevtheguarantorfs) 
from all liabilities under this agreement of guarantee but it is subsequently 
determined by a court of law or oihervvtse that the said payment was a 
fraudulent preference and the Bank IS made to refund the said amount, the 
guarantor(s) liability to the Bank on the basis of the guarantee shall rev ive to 
ihe same extent and in the manner, as if such payment had never been made 

(10) And it js agreed that ihc bank shall have a nght to adjust the 
whole or pan of the amount due to the Bank in ihe said account of the 
borrowers from the funds lying with the Bank, belonging to and at the 
disposal of gBaranlor(5) on whatsoeveraccount 

(11) Notwithstanding any thing contained herein above this guarantee 
shall extend to all accounts of the principal parly, which they may open with 
the Bank either in lieu of the above njenlioued account or any other account 
running parallel to It whether under ibeir sole proprietorship or joint vnlh 
any other person or persons or company and under v.’hatever name or form the 
same may stand and this guarantee sbaB n<« be effected by any change in the 
constitution of the Bank, its successors, or assigas, or by its absorption or 
amalgaraalion with any other bank or compfiny 

In witness whereof the guarantor (s) have set up tbeir hands hereto 

day of I9 


Witness 

Name 

Occupation 

Address 


Coarantor(s) 

Naircfs) 

Occupation 

Address 
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IMPORTANT CLAUSES OF THE BANK GUARAKTES FORM 

Keeping in view the above precaations by the lending banker, the 
guarantee deed should include the following important clauses . 

(1) Clause narrating liability of the guarantor (whether for part or whole 
of the debt) 

(2) Clause to make the guarantee payable on demand 

(3) Clause to make it a continuing guarantee 

(4) Clause to prevent operation of Clayton’s Law 

(5) Clause requiring written notice every quarter from the guarantor to 
determine his liability 

(6) Clause empowering the banker to extend time of the credit, to change 
the securilies and to compound with the debtor 

(7) Indemnity clause to make the guarantor liable directly where the 
debtor sulfers from contractual incapaaly 

(8) Clause to restrict the guarantor’s power to sue the debtor, where 
guarantee is for part of the debt 

(9) Clause providing that the guarantee is not afTccted by an> changes 
in the constitution of the firm, committee, incorporated body or 
debtors on a joint account 

(10) Clause depriving the guarantor to take security from the principal 
debtor 

(11) Clause staling that the guarantee is additional to the securit> for the 
loan as agreed upon mutually between the debtor and the banker 

(12) Clause to treat debit balance in the debtor’s account as disclosed by 
the bank's books to be the conclusive evidence of the amount due 

RlOirri AND LIABILITIES OF 7IIC LENDING DANKER 

The lending banker has been conferred upon certain rights against the 
g,uarioior, at the same lime it has certain obligations loivards the guarantor so 
that the performance under the contract of guarantee occurs well hurting no 
one’s interests These are discussed in the following paragraphs 

RIGHTS OF THE BANNER 

(1) Right af Rccoycry As soon as any default occurs in repayment of 
the loan by the debtor, the banker IS entitled to demand from the guarantor 
payment of the principal amount of the loan as well as the interest and other 
charges due on it However, the liability of (he guarantor cannot be postponed 
till all the remedies against the principal debtor are exhausted Fven the 
simple denial by the principal debtor to repay the loan entitles the banker to 
ask the surety to pay his liability, as per the guarantee contract Ifowevcr, the 
principal debtor’s refusal should not be a mere presumption of the lending 
banker The latter cannot directly ask the guarantor to repay on the batu of 
such presumption 

(2) Right of Uen on the surety's securities The banker has a riflit to 
apply a general lien on all the secunties of the surely in the possession of the 
former Even the credit balance standing in the account of (be surety can be 
held under the lien The banker can exercise such a hen esen if the guarantee 
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IS time barred The question of exercisiDg general lien does not anse until 
any default has been committed on the part of the pr/ccipaj debtor Immedia 
tely after the default, the banker should inform the guarantor about the 
default and his intention to exercise the tight of the hen on the money or 
securities deposited by the latter with the former 

(3) Banker's right against the bankrvpt surety’s estate ITthesurctj 
becomes insohenr, the banker has a npbt lo pros e bis claim against the estate 
of the surety, hut it is essential that first there must be a default m repayment 
on the part of the debtor For this purpose the debt should unmediately be 
recalled from the debtor and if be does not pay, the ground for rfauning the 
dues from the bankrupt surety's estate e prepared The banker should cot 
Mail until all the remedies have been fakeo agamst the debtor but should 
obtain dividends from the official receiver of the losohent The decision of 
the banker whether to take full remedies against the principal debtor or to 
prove a claim against the baakrup! surety’s estate depends upon the circum 
stances then prevailing If the banker feels that the dividends to be 
received from the official receiver would be loo less to satisfy the amount of 
the loan, and taking remedies against (he debtor would be much beneficial, 
the banker is free to adopt the tatter course 

(4) BmKer's right in cate af death cr insanty cf the siirery The banker 
has the same right m case of death or insanity of the surety as in the case of 
insolvency ofthesurety As soon as he hears about ih* insanity ordeatbof 
the surety, he should first deferrome the softy’s habilily by recalling the loan 
from the principal debtor aoJ tfibe latter defaults in pay is*nt, be should then 
prove tis claim against the surety’s estate with the legal representatives of tbt 
surety 

OELICATIONS OF THE LE-STIING BANKER 

The banker should carefully fulfil all his oblioations accordmg to the 
contract of guarantee, failing which he might be losing benefits of Iht guarantee 
The Indian Contract Act imposes the following obligations on the lendinc 
banker which go m favour of the guarantor 

(1) Kol to change (be original terms of the principal contract The leDdin" 
banker has an obligation not to vary the terms of the principal contract 
(between himself and the pnncipal debtor) (ill no such right is conferred vpoa 
bim in the contract itself, and tor the consent of the guarantor has been soueht 
for the desired change 

Section 133ofthe Indian Contract Act lays down that ‘any variance 
made without the surety’s consent to terms of the contract between the 
principal debtor and the creditor, discharges Ihc surety as to transactions 
subsequent to the variance ’ Thus, althoucb this section is more pronounced 
in case of a‘continuing guarantee’, the specific guarantee too embraces these 
norms Even if the changes so effected arc beneficial to the guarantor of do 
cot materially alter the position of Ibe guarantor or such changes have been 
made innocently, the guaranlor Dontthriess is discharged It should be noted 
that any unimportant or general change does not affect the position of th* 
guarantor Mere silence or knowledge of the surety in conneclion vvilh the 
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change also does not amount to an imphed consent from his side. [Polak »j 
E\erett 1 QBD, 669] 

Acceptance of a further security against the same debt, however, does not 
amount to a change in the principal contract The following case law throws 
more light on this issue 

Anirudhan vs The Thomco’s Dank. Ltd. (1964, IMU, SC, I3T) In this 
case, the principal debtor altered the amount of Rs 25,000 to Rs 20 000 m a 
‘letter of guarantee’ without taking consent from the surety The latter 
pleaded discharged from his liabilities on the basis of unauthorised variations 
in the contract of guarantee In a majority judgment, the Supreme Court 
held that as represented by the document of guarantee, the surety’s intention 
was to guarantee a loan upto Rs 25000 and, therefore, alteration by the 
principal debtor in the amount of the guarantee was well within the limit of 
the guarantee The change so made could not be treated to be a material 
change and hence the question of avoidance of the contract of guarantee did 
not arise 

The Supreme Court further held that such material alteration in the 
document had been made before it was handed over to the creditor Had this 
alteration been made while the document was in custody of the creditor, the 
avoidance of the document could be valid but since no such circumstance 
existed, avoidance of document and the contract could not be allowed 

(2) Bankers obligation not to release the principal dehor The banket 
should not do or allow such (hincs to be done by which the principal debtor 
IS released ofhis liability Section 154 of the Indian Contract Act reads ‘A 
surety will be dischirged if the creditor makes a contract with the principal 
debtor by which the principal debtor is released, or acts or makes an omission 
which results m the discharge of the principal debtor ’ 

(3) Banker's obhsation not to make material alterations in the guarantee 
(f cd A banker should not make any matenal alteration like filling up of 
the blank spaces rehting to the dale, amount, interest etc m the contract of 
guarantee previously signed by the guarantor Any such alteration without 
notice to and sanction of the guarantor will render the contract void and 
unenfoTCtble The followingcasc law i$ pertinent 

S Perumal Reddiar tj DankofRaroda and Others (AIR 1931 Madras 
ISO) In this CISC, iheplamtifT Rank of Raroda, granted to one Shri K L. 
Sundaram Rcddnr (first defendant) a crop loan facility for Rs 15.000 for 
ajtricultvinl purposes against the guarantee of defendants No 2 and 3 As the 
first defendant had failed to pay the advance a suit was filed for the recovery 
of Rs 15,476 35 against all the three defendants The third defendant con¬ 
tended that blank spaces m the‘letter of guarantee’were filled up after hi$ 
signature was obtained m it and he had no knowledge about the actual sum 
for which he stood as guarantor and therefore he was not liable for the debt 

The Madras High Court held that matenal alterations made by the 
plaintifT bank jn the contract of guarantee discharged the surety 

(4) Banker's oNiealion not to Kt*e an} indulgence to ll e prineipol debtor 

If there is no such provision m the principal contract or no prior consent to 
this effect has been sought from the surety, the banker should net give anv 
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indulgence to the debtor or alJo\^ anj concessions to him, m consequ^nos of 
’xhich the surct> is discharged Section 135 of the Indian Contract Act 
provides that‘a contract between the creditor and the principal debtor, b> 
svhich the creditor makes a composition with or prormses to give time to, or 
not to sue the principal debtor, discharge the surety, unless the surety assents 
to such contract * Thus afloning any cKtension of time in the rcpavment of 
debt may weaken the chances of surety's remedy to recover the money It is 
yust possible that during the extended tunc either the debtor may die or mav 
become insane or insolvent or his finaflcial position may become Jaogaid 
Other concessions might also impair (he surctv’s position So the banker 
should be quite vigilant in this reeard 

15) Bonk er’j chJjgafw/7 not to mnX e unproper hardlmg of seemiDes The 
banker should not carelessly or improp^rlv handle the secunties kept by the 
pnncipal debtor If due to such mishandlmn either the securities are lost or 
they deteriorate in value to the detnment of the guarantor, the banker himself 
wHl be responsible for this The secuniies entrusted to the banker should not 
be returned back to the debtor eilbcr wholly or partly mlhout seekiog pnor 
consent of the guarantor 

f$) Banker's cbUtttfton not to do em mtonstittnt atl or omit an) asi 
The banker should be cautious in doing sobsequeni acts during the currency 
of the pnncip*!! contract Any action or inaction on the part of Ibe banker 
mav prejudice the intere‘( of the surety and lo that extent iJie surely will get 
discharged of his liability Section 13*) of the Indian Contract Act lays down 
that‘if the creditor does not act which IS mcorsistent with the neht of the 
•urety or omits to do an\ act which his duty lo suretv requires him to do 
and the eventual remedv of sufctv aeainst the pnncipal debtor is thereby 
Impaired the surety is di<ch3rced ’ Thu? (be banker should do eveiythicK 
to protect the mlcrests of tb* suretv and should not do ary such thing 
which mav hurt the interesis of the surety If P stands as a surety lo 
the Model Dank Ltd for a loan taken by Q on the pledge of certain 
goods in the godovi-n it is the duty of Ibe banker to inspect the godown 
periodically and ensure that the goods are not stolen or damaced la any 
icanncr At the same time, the bankei is supposed not to remove fire fieht 
mg equipment from the godonn. tf provided therein, and not to take away all 
or some of the goods to a lesser secured place 

RIGHTS A^D OBLIGATIONS OF THE SURETT 

The guarantor ii the most important partv for the lending banker 
because the latter's loan lo the debtor is secured only by the foimer 'The 
banker should be well acquainted with the rights and obligations of the 
guarantor so that he could regulate, if and when necessary, the behaviour of 
the principal debtor and the guarantor and his own within the limits of the 
law 

RIGHTS OF THE StTRETY 

The guarantor can cTcrcise certain nghts IQ lieu of the promise he gives 
tp the banker for repayment of the loan m the event of the debtor’s failure to 
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do SO Simultaneously, he has certain obligations too The surety’s ngbJs can 
be classified under three categories, rir, against the principal debtor, against 
tbe banker, and against the co sureties, if any 

RIGHTS AGAINST THE PRINCIPAL tltDTOR 

(1) Right of Subrogation Whcnadefault has been made by the principal 
debtor and the surety repays the debt, the surety steps into the shoes of the 
creditor and acquires all such rights as the creditor had against his debtor 
According to Section 140 of the Contract Act, 'Where a surety has paid the 
guaranteed debt on its becoming due, or has performed the guaranteed duty, 
on the default of the principal debtor, he is invested with all the rights which 
the creditor had against the principal debtor ‘ The repayment of debt 
automatically extinguishes the rights of the creditor against the debtor but 
the operation of section 140 revives these rights for the benefit of the surety 
Since the surely is subgrogated to all rights of the creditor against the debtor. 
It is cilled the Right of Subrogation Thus, he can take all remedies, 
enforce all securities and obtain all payments which a creditor could have 
done against the principal debtor No separate coniraet is required for this 
purpose This is based on the principle of ‘natural justice* 

(2) Right to claim indemnity The surety has a right to be indemnified 
by the principal debtor for all such sums which the former has paid lo the 
lending banker Section 145 of the Contract Act reads, 'In every contract 
of guarantee there is an implied promise by the principal debtor lo indemnify 
the surety, and the surety is entitled to recover from the principal debtor 
whatever sum he has rig/ii/«//j /hwJ under the guarantee, but no sums which 
he has pud wrongfully ‘ Thus, the expression 'rightfully paid’ bears much 
significance in (he clause of indemntficaiion Any pvym*nt which is just and 
equitable according to the terms of the contract is ’rightful Payment of 
interest, godown rent and insurance premium etc can be a ‘rightful payment* 
but payment of a time birred debt or inordinate high costs of filing a suit 
cannot be rightful payment Any thing which is wrongful cannot be indem 
nificd There can be some other instances of wrongful piymenl such as 
paying interest at the rate higher than ih- one earlier stipulated in the 
contract Of paying full amount of the debt although the debtor has already 
paid a part of his debt and so ibe surety’s right to be indemnified by the 
debtor in these cases won t arise The following points arc important m 
connecuon with the rigftf of rnd’cmnify 

(/) The surety cannot claim more ihan what he has actually paid to the 
banker 

(i/) The payment should be justified by the terms of the contract 

Uii) ‘Actual payment’ means that the payment should havr been actually 
made either in cash or by transfer of property etc Mere writing a 
promissory note cannot be termed as 'actual payment* 

(/r) All payments not falling within the purview of the above points arc 
‘wrongful payments’ and hence do not qualify for indemnity 
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RIGHTS AOA!^ST THE LENDING BANKER 

The surety has beea conferred Ihc followjog nghls against the lending 
banker so that he could safeguard his mterests in case he finds that the 
contract of guarantee or the pfiBcipal contract IS likely to be misutihsed b) 
the creditor to his detntaent 

(1) Surety's right to sectinUes lodged with the tending banker The surety 
IS entitled to demand all the secunties nbich the lending banker has acquired 
from the principal debtor at the tunc of cnienng into the surctjship contract 
Section 141 of the Contract Act lajs donn, ‘A surety is entitled to the benefit 
of eicry srarrity which the creditor has against the pnnctpal debtor at the 
tunc when the contract of suretyship is entered into, whether the surety knows 
of the existence of such security or not, and if the creditor loses, [or without 
the consent of the surety, parts with such security, ihc surety is discharged 
lo the extent of the lalue of iJ e seeurtiy ' Thus the lending banker should 
keep such securities intact and make them atailable to the surety aHer his 
paying off the debt Surety’s knowledge regarding the existence of the 
security is not essential 'E\ery seeuniy* whether m his knowledge or not fall 
in his right But the security should exist * Non*cxisicnt securities arc 
beyond the purview of this section Any action on the part of the lending 
banker to withhold, impair, or lose such securities will discharge the surety 
to that extent * Howeier, if the security is lost due to an act of God or other 
unaNOidabIc circumstances on which the lending banker has no control, the 
surety will not be discharged [Arit/ian Tafnar u Bimhistan Cummentral 
Bank (AIR 1957 Punjab 310)J The surely is entitled to the benefit of the 
secunties only after paying the debt ID full, he cauoot pay part of the debt 
and claim benefits of the securities oa the pro rata basis IGm-rrdJisndbrir Bank 
o/5fnga/(lfc9I) 15 Bombay 48] The following decided cases throw more 
light on this right of the surely 

State Bank ofSaurashtra tj. Cbitranjan Raognath Raja and anolher 
iATR 1980 SC IS28)* Shri H P Adatia had obtained cash credit facihly for 
Rs 75,000 from the plaintiff bank against the security of groundnut oil tins 
and a personal guarantee of defeodanl No 2, Shri C R Raja When the 
advance had become irregular, tbe bank filed a suit against the legal heirs of 
the borrower and the surety The surety contended infer aha that the bank 
either wrongfully lost tbe pledged goods under Jock and key or was negligent 
in retaining goods withiu its custody or the bank wrongfully parted with the 
goods without the coxuenl of the surety and, therefore, the surety was 
discharged The Supreme Court held that the bank was negligent mils 
supervision over the pledged goods and therefore the surety was discharged 
to the extent of the secunty lost as provided in Section 141 of the Indian 
Contract Act 

Amrjt Lai GoTc/dhan Lai Slate Bank of Trarancore and others [AIR 
1968 SC I4i2l In this case law, the concept of ‘Extent of Value of 

* Whether they are m existence at the date of Ac contract of suretyship or come 
into existence subsequently 

* Katsbury’s Lavs nf England, 4A Edn , Vol 20 para 280, 152. 

> Stole Bank of India htanihly RgTie\e,Y^rosvj 1981 
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Security’ was explained The surety M/s Amnt Lai Goerdhan LaJ exfcaded 
a guarantee to the lending bank for 'Cash Credit Arrangement’ between the 
banker and the borrower During the period of loan and the guarantee, a 
loss of goods valued, Rs 35,690 occurred m the godown where the goods 
were pledged The surety pleaded that this loss of goods was due to negligence 
of the bank and hence be was discharged to the full extent of the loss The 
Supreme Court held that 

(0 there was evidence that the loss of goods valued Rs 35,690 was due 
to negligence of the Bank, and 

(/;) the appelant was discharged to the full extent of Rs 35,690 
Thus, if the value of the security IS less than the liability undertaken by the 
surety and any loss occurs due to negligence of the creditor, the surety will be 
discharged to the ‘Full extent of the loss' 

Poniab National Bank Ltd u P Jasaklram Chetff {AIR 1968 
Mysore 56) In this case the lending banker sold the security without prior 
consent of the surety Although the value of the security far exceeded the 
liability of the surety but because of a hurried sale by the bank, it fetched 
lesser price than the debt itself When the miftsr was taken to ^^y$ore 
High Court, It decided in favour of the defendant saying that the surety was 
fully discharged under Section 141 of the Indian Contract Act because the 
sale was to the prejudice of the surety and the value of security was far in 
excess of the liability of the debtor 

The Karnataka Bank Ltd i/ CaJaniA Shankar Rao Kolkarol and others 
[AIR 1977 karnaiaka 144] In this case, the principal debtor borrotsed 
money executing a pronote m favour of the creditor bank The loan was 
secured by hypothecation of the debtor’s truck in favour of the bank 
On (he same day defendants 2 and 3 executed the instrument of guarantee 
and constituted tbemscives sureties for the obligation of the principal debtor 
The hypothecation bond provided for repayment of the loan in certain instal¬ 
ments and empowered the creditor bank to take possession of and sell the 
security, f c ,(hc truck, in (be event of there being a failure on the part of (he 
borroner to pay any one instafm:nt 

Oy (he time the Bank filed the suit against the principal debtor and the 
sureties, all the instalments had become overdue and the bank had not done 
anything to exercise its power of seizure of the truck which in the meanwhile 
had so deteriorated in value that it was reduced to a mere scrap 

The Karnataka High Court dismissed the appeal Under Section 141 and 
held that ‘mere passise inactivity or passive negligence on the part of the 
creditor by failing to realisethe debt from the collateral security was not suffi¬ 
cient in itself to discharge the surety for the reason that the surety could 
henseJf avoid consequences of such passivity by paying the debt and becoming 
subrogated to the rights of the creditor ’ 

Looking tothe provisions ofScction 141 of the Indian Contract Act. 1872, 
Mhc surety’s discharge to (he exlcnf of value of the security* also has some 
positive meaning for the lending bankers If the securilv lost had Icxser value 
than the value of the guarantee the surety cannot claim discharge frc*n his 
total liability Ilf n W he discharged only up to the ra’ue of the seevriiy lost erd 
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Jor the remamms ^aliie cf the han he mil emttrw to be liable 

(2) Surety's rishi to revokeatntutamgguarantee WTiere a'uret> has 
agreed to jne juarantcc la rcsptcl oFa series of Iransaclions o\er a pTiod 
of tune, he has a ngbt to revoke the guarantee aoN tune before the period of 
guarantee or senes of transaction ends According to Section 130, ‘A 
continuing guarantee ina> at anj tune be ^c^okcd bj the surety, as to future 
transactions, b> notice to the crcdilor ’ Thus, the foUowing points emerge 
from the proMsions la this section 

(i") A continuing guarantee maj be broken any tunc dunog the currcac> 
of the credit 

(ij') The surety shall be discharged as to future transactions but his 
liability for the transactions already completed shall remain as it is 
(in) A notice of rci ocalion should be sent to the creditor bank 

(3) Surety's right to caU for particuiOTS of the extent of hts lisiihtr 
During the continuance cf tb- guarantee, a surety has a right to ask the 
banker to furnish particulars of the extent of his liability Hosteser, he 
cannot inspect the debtor s account in the banker’s book-s or demand any 
other infonnatioc of a confideoua) nature 

SURETY'S RIGHTS AGAINST THE CO-SURCTIES 

Ttto or more than two sureties, guaranteeing a loan are called 'eo- 
sureues' Etery co*Euret> has ceruio rights against the other osureties * 

(1) iirf/if of equal contribution It u unfair to bold liable any one co- 
euret} and discharge the other co-sureoes The Ian protects the ngbts of 
CO sureties m tno ways 

(i) nTierecoiuretiesa'eforihesame debt and seme emmnt If the 
co-surcties base guaranteed the same debt for the same amount the svreues, 
in the absence of any contract to the contrary, wdl have to contribute equsJIy 
for their liabilities Section 146 of the Indian Contract Act say? ; 

‘W’hcre two or more persons are co sureties for the ^amc debt or duty, 
whether joinlfy or seseraify, and whether under the same or diSerrnt 
contracts, and whether wnlh or without the knowledge of each other, the 
osuretics, in the absence of any contract to the contrary, are kable, as 
between themsehes, to pay each an equal share of the whole debt, or 
of that pan of it w hieh remains unpaid by the pnneipal debtor ’ 

•It IS immaterial for this equality of burfen (e) whether they are jointly 
liable under one contract and severally liable under seieral contracts, and 
(h) whether they had or did not have knowledge of each other ^Tierc tw o 
persons hase become sureti» for different debts, the question of equal eoatn- 
bution does not ansc 

(») Where cosureties are for the same debt but far different sums "Tbe 
principle of equal contribution has also been mamtaincd m this case brt 
subject to bmits fixed by the guarantee Section 147 of the Indian Contract 
Act reads 

‘Co-sureties who are bound m differcDl sums are liable to pay equally 
as far as the limits of their respectne obligations permit ’ 

For example, if and Care CO sureti*? for a debt dee by D to B 
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and A undertakes to be liable for Ri 10,000, 0 for Rs 20,000 and Cfor 
Rs 40,000 then 

(a) IF D makes default to the ettent of Rs JJO.OOO, A, D and C are each 
liable to pay Rs 10 000, 

(b) If D makes default to the extent of Rs 40,000, A is liable to pay 
Rs 10,000 and B and Cfor Rs 15.000 each 

(c) If B makes default to the extent of Rs 60,000 then A is InWe to 
pay Rs 10,000, B for Rs 20,000 and C for Rs 30,000, 

(d) If i) makes default to the extent of Rs 70,000/I, B and C have to 
pay full amounts of their liabilities agreed to initially 

(2) Jtigfit of equal bene/its The tight of equal contribution has been 
balanced by the right of equal bcncfiis If the principal debtor has pledged 
any security with the lending banker, all the CO sureties will hasc the right 
of equal benefits in such security 

OBLIGATIONS OR LIADILITltS OF TItC SUREIY 

The liability of a surety m respect of a contract of guarantee is 
'secondary' and arises only when the ‘principal debtor’ defaults m making 
payment of the loan If the principal debtor makes timely payment, the surety 
incurs no liability The surety’s obligations do not arise in any manner 
although he may >cl claim certain rights eiihet against the creditor or the 
principal debtor The banker should know the surety's liabilities so that 
timely action is taken on his part to realise the debt and the guarantee does 
not become timc'barrcd The liabilities of a surety are discussed in the follow* 
jng paragraphs 

(1) Liabthi) <0 extenjue it$lh ibai of principal tUbtor The liabilitv of 
the surety runs co cx((.nsivc with the liability of the principal debtor Where 
the principal debtor IS to pay the principal amount of the loan as well as 
sersice and interest charges on the loan, the surely will also have lo bear the 
liability of the principal debt plus other charges If any surety warns to 
restrict hts liability to the principal debt only, he should have a provision to 
that elTcct made in the de.d of guarantee itself According to Scvlion 12S of 
the Indian Contract Act, 1872, ‘Tbc liability of the surety isco extensive with 
that of the principal debtor, unless it is otherwise provided by the contract ’ 
Thus, if the liability of the principal debtor increases, the surety’s liability 
also increases, simultaneously. If the principal debtor has paid off part of 
his debt and reduced his liability, the surety's liability is also reduced auto¬ 
matically to that extent However, in no ease the surety's liability can exceed 
the liability of the principal debtor, not even by a special or an express 
agreement 

Although the liabilities of the principal debtor and the surety emanate 
from (he same transaction and are co-extensive yet the two liibtliiies are 
separate Keeping in view the llalsbury's Urr, ofEnglarJ, the liability of the 
surety does not also in all eases att*e amuitancousS) I77ie J/ulvfi CbanJ 
InrararheCo Lid, »j The Ba.L of Datculi and oif ers (AIR 1977 Karnataka 

:w)l 

(2) Strtty'i habtht) is seconJar} cr contingent As already ncntiontd 
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earlier, the surety's liability is not a pnncipal liability but is a secondary or 
contingent liability and arises only in case of dcfiult m repayment by the 
principal debtor If the surety becomes insolvent even before a default is 
commiUed by the principal debtor, the creditor banJc cannot prove his cJaiO) 
against the insolvent surety’s estate in the hands of the oHicial receucr The 
lending banker will first hate to establish a default on the part of the 
principal debtor by issuing him a notice of deinand and then ask the surety 
for his habi/ity 

(3) Sureiii's habiln^ fot nhole or part of i^ie debt A surety is usually 
liable for whole of the amount of the debt, if nothing contrary emsls in the 
contract of guarantee However, a surety can limit bis liability in the following 
ways by making express provisions in the guarantee agreement 

(i) To guarantee pari of the tkbt Where the surety has guaranteed a 
part of the debt, his liability too will be partial or lirailcd For example, 
Mr Singh takes a loan of Ks 10 000 from flank of India to which Mr Lai 
stands as a surety for Rs 5,000 only If on the due dale, Mr Singh pays 
40°’^ of his debt, Mr Lai, the surely, will have to pay Rs 3,000 (Rs 5 000— 
Rs 2,000) because be had expressly iinited his liablity lo 50 % of the unpaid 
debt 

(fi) To guarantee whole of the debt but to himi the liability Where the 
surety has guaranteed whole of the amount but has retained a limited 
liability, he Will have to pay higher amounts as compared to his burden in 
case of guaranteeicg a part of the debt when defaulted by the principal 
debtor In the above example, if Mr Lai guarautecs whole of the debt but 
hmits his liability to Rs 5,000 and on maiuriiy ifMr Singh pays only 
Rs 4,000, Mr La1, the surety, will have to pay his liability for Rs 5,000 
Thus, the lending bank will get Rs 9,000 (Rs 4,0D0+Rs 5,000) 

(4) Liability of the surely arises iwmediaiel) after the default occurs 
In the absence of any contract to (he contrary, the liability of the surety 
arises iitimediately after the defdult of the principal debtor and the creditor 
need not give any notice of defaoll to the surety Also the creditor is entitled 
to sue the surety without first suing ibe principal debtor In Sanh of Bihar Ltd 
ij Dantodar Prasad and Another {MK IV65 SC Civil Appeal No 1109), it 
was held by the Supreme Court (hat the liability of the surety was immediate 
and could not be postponed till the Creditor had exhausted nil the remedies 
against the principal debtor 

The iiahiliiy of the surety can be postponed only if a specific clause to 
tms effect exists in the contract of guarantee In Budh Smgh is Afuhind 
Murari (AIR 1975 Allahabad 201), it was held by the Allahabad High Court 
that if a clause existed in the guarantee deed restraining (he creditor to take 
any action before all the remedies against the principal debtor exhausted, the 
surety would have an equity and could successfully resist an action against 
him 

(5) Ltabthty of the surety depends upon the determination of the principal 
debtor's hahilny The Lability of the surety does not arise till the principal 
debtor’s liability is not delemimed It will, therefore, be in the interest of 
the creditor banker that either he first deienniDes the Lability of the debtor 
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or nl)on-s others lo determine i! In a eate-hu frAe Aitfh/nl Ifml. 

ltd \s Shre^ likramCollon V/I/J Ltd anj Awtlur (MR 1970 SoprcriK 
Court I973)J. Nvhcrc the surety had agreed to fiy on dennnd nil nionc\s 
due ns ‘ultumte bihncc’ from the company to the hank, the AlJihihid High 
Court sanctioned tv sv.lieme of composition in the vvinding up prov.cedings of 
the company ns requested by some of the creditors The bink did not u vii 
for the determination of‘ultimrte bahnee* by ihcoflicivl rcvcivcr but filed 
suits against the company nnd the surety The Supri.mc Court held that 
until and unless (he ultennte bjhncc uas dctcrniincd the surety's liability 
to pay the nmouni would not arise 

(6) Suni/s liabllitx and principal di.ttlor'f Inbilin are fepanUt The 
law docs not treat the surety and the pnncipil debtor us one ptr^on and 
hence when one is liable another may not be liable to piy the debt The 
following points nrc important m this respect 

(0 A judgement obtained against the principal debtor is not enforce 
able against the surety Inu Shio rrasai (ALJ 142) it w vs 
held that (he surety s liability should be proves! by a separate suit 

(lO The surety IS not necessarily discharged when n contru-t between 
the creditor and the principal debtor 1 $ voidable althc option of the debtor 
and II avoided by him 

(fl) In ease of minors, the prmcipalcontract is nouI, the 'urctv remains 
liable as princtpa! debtor, 

(h) The lability of n surety docs not come to nn erd upon the death 
of the principal debtor 

(c) A disehtrgcof (he principal debtor by operation of liw (rg 
insoUency), does not discharge the surety The surely remains 
liable for the full amount of the debt [Dvik tf Indi 1 1 id \s A A 
CoHr/yse (AIR 1955 Bom 419)1 But if the Jnbihiy of Die primipal 
debtor IS sealed down under the Debt Relief Act, the surety's It ihi 
lity is also proportionately reduced Auruinn Sinph vs Chhatar Suy^h 
(AIR 1973 Raj 347) 

(/ii) If some \arialion IS done in the contrast at a liter due bv the 
creditor and the principal debtor but without the consent of the surety, the 
latter is not liable while the principal debtor's liability continues 

(iv) W here n debt against the principal debtor becomes lime b irred, the 
surety's liability may jtilj continue »f he entered the contract of guarantee 

the principal debt within the period of limitation 

(7) Surtlx'iliabtUu to'^ards the creditor not ajO<cied According to 
Section 132 of the Indian Contract Act where two persons contract with a third 
person to undertake certain liability and also contract with each other that 
one of them shall be liable only on the default of the other, ihc liability of 
ca>.h of such two penons to the third person under the frsl contract shall not 
be affccled by the existence of Ihc secpod contract, even ifthe third person 
might be Knowing about its existence 
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DISCHARGE OF SURETY FROM LIABILITY 

A banker should be aware of the circumstances when the surety is 
released from his liability and the realisation of debt becomes difficult The 
surety is discharged from his liabilities under the contract of guarantee, if any 
of the circumstances detailed »o various sections of the Indian Contract Act, 
referred below, occur 

(1) Relocation of contract of guataHtee Any surety can release himself 
from liability by giving due notice to the creditor banker for revoking a 
continuing guarantee m respect of future transactions only (Section 130) 

(2) Reiocclion death In the absence of any contract lo the contrary, 
the death of the surely autoinattcally revokes a continuing guarantee in 
respect of all future transactions {Section 131) 

(3) Variation iit the terms of the eontraci Where any variation is made 
in terms of the contract between the principal debtor and the creditor 
without taking any consent from the surety, the surety is released from his 
liability with regard to transactions subsequent to such variahoos 
(Section 133) 

(4) Creditor’s discharge of the principal fielnor If the creditor makes 
any contract with the principal debtor, by which the latter is released of bis 
liability, the surety is also automatically released 

If the legal consequence of any act or omission of the creditor is to 
release the principal debtor, the surety is also released thereby (Section 134) 

(5) Creditor’s arrangement tuth the principal debtor If the creditor 
makes an arrangement with the principal debtor but without any consent 
from the surety, to compound with, or to give lime lo or lo agree not to sue 
the principal debtor, the surety is discharged from fais liabilities when such 
arrangements beconie c/Tcctive {Seefroo 135) 

(6) Creditor’s act or omission impairing surelfs eienltial remedies If 
the crcoifor does anything inconvisfent with the rights of the surety or omits 
anything to do which his surety requires to do impairing thereby the eventual 
remedies of the surely against the principal debtor, the surety is relieved 
(Section 139) 

(7) Loss of security by the creditor If the creditor loses or parts with 
the security without any consent of the surety, the latter is discharged of tis 
liabilities to the extent of the loss (Section 141) 

(8) hnaltdation of the contract Whare a surety has been induced to 
enter a contract of guarantee through misrepresentation or concealment of 
material facts, the contract is invalid and hence the surety is discharged 
(Sections 142 and 143) 

(9) Co-sureiy not joining the contract If the conlracl of guarantee 
has a precondition of other person as a CO surety and if such other person 
does not join the contract, the creditor cannot take any action against the 
surety (Section 144) 
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RESERVE bank’s GUIDELINES TO BANKS lOR ADVANCES 
AGAINST I EKSONAI GUARANTrES 

TIic Reserve Dank of India had reviewed' the pracliccs of eommcrcial 
banks and other hnancial institutions taking personal guarantees from 
directors and other managerial personnel of the borrowing concerns while sanc¬ 
tioning loans It was found that banks take guarantees (/) When the tangible 
assets offered by the borrower are insufficient or (I/) where the borrowing 
concern has a weak financinl position or (/</) as a matter of routine 
guarantees arc demanded even when sufficient tangible assets have been 
offered as a security An important reason for taking guarantees so far has 
been the feeling that with the signing of the guarantees persona! interest of 
the directors and other managerial personnel in the company is strengthened 

In the opinion of the Reserve Ilank obtaining of personal guarantees is 
not justified for the following reasons 

(1) With the termination of the Managing Agency System and with the 
gradual rise of an cntrcprcncurnl class and professionalisalion of managerial 
cadres the continuation of an efficient management can be expected 

(2) Financially sound units are m a better position to offer adequate 
security for their banking needs 

(3) Lending institutions now use improved techniques for financial and 
technical appraisal of the borrower 

A perusal of practices obtaining abroad also rcseals that demanding of 
guarantees is not a usual phenomenon except in certain eases of small private 
companies or closely held corponiions or financnlly very weak concerns 
No hard and fast rules or firm guidelines can be laid down to indicate as to 
which of the eases would still require n guarantee and which would not 
The decision can be arrived at only by a careful ease by case examination of 
the proposals for loans A detailed credit analysis should be undertaken 
to determine the need for guarantees The lending institutions should improve 
the system of credit appraisal and obtain financial statements from the 
borrowing concerns at more frequent intervals than at present Broad 
considerations svhicli may be taken into account while demanding a guarantee 
are mentioned below 

A wnrRE QUARANrrts are not NrerssARy 

(1) Advances may be made to public limited companies if the lending 
msiiiatioiT IS sjfmfexf aftimr frte mairagemwTf cwmirrmr nslnliff of fhe 
proposal and financial position and capacity for cash generation of the 
borrower 

(2) Guarantees should not be tlcmaniJed in case of private or public 
limited companies which arc under professional management of persons 
possessing professional or technical qualifications 

(3) here the lending institution is not convinced about the various 
aspects of loan proposals, some conditions should be stipulated to make the 
proposal acceptable Without such guarantees In some cases more stringent 

• on Curtmry arki 1970 71 US 
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forms of financial duaplinc—restncfing distribution of dnidends, not 
allos^ing further expansion, restricting agcregaic borrowings prohibiting 
further charge on assets and slipulafing maintenance of minimum net working 
capital etc may be applied 

Taking these factors into account, a icsiew should be made of the 
existinc cases where guarantees ha\c been obtained and where warranted, 
personal guarantees already obtained should be gisen up 

B WHERE GUARANTEES MAY BE COSSIDOtED HELPHIL 

(1) WTiile making advances to closely held pmmte or public companies, 
guarantee should be demanded from pnoctpal members of the group holding 
maximum shares in it and not from Ibe managerial personnel of the 
company 

(2) Where the borrower company IS not a closely held company, the 
personal guarantee is justified for eosunog continuity of the management. 

(3) XS'here the adinncc IS on an unsecured basis to a public limited 
company, which is not considered to be a first class company 

f4) In case of public limited companies, whose financial position is not 
satisfactory «%ea though the relevant adsaoces are secured 

(5) Cases where there is likely to be considerable delay betw een making 
the advance and creation of a charge on Ibe assets oflbe borrower 

(6) \Miere the subsidiary company’s financial condition is not 
satisfactory, guarantee of the parent company may be obtained 

(7) 3\'liere the balance sheet or financial statement of a company 
discloses interlocking of funds between the company and other concerns 
owned or managed by a group 

C OTHER DIRECTIONS 

(1) Where guarantees are warranted, they should bear reasonable 
proportion to the esiimated financial worth of the person concerned 

(21 Cate shasitd. be taken to ettsuw that the tystem is not used by the 
directors and other managerial personoci as a source of remuneration from 
the company Banks should obtain an uDilertating from the borrow ing 
company as well as (he guarantors that no consideration, whether it be by 
way of commission, brokerage, fees etc, wiJlbc paid by the former or received 
hy the latter directly or indirectly This condition must b- specifically 
mentioned in the contract The lending bank should also ven^' during 
periodic inspections of the company’s IxioLs, if this stipulation is being 
complied with 
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PURCHASE AND DISCOUNTING 
OF BILLS 


Financing of trade bills is another important source of employing bank 
funds Trade bills arise out of genuine trade transactions and bankers as a 

short term financial intermediary provide funds to sellers of goodj Bink 
financing is needed both m inland trade as well as foreign tradt The 
distance between each buyer and seller in both the fyp*s of trade is generally 
long but prompt financing by banks saves the sellcn especially those who 
need funds urgerttly due to financial stringency 

Dills of exchange pertaining to trade can be classified into four broad 
categories from the banker s point of view, namely 

(1) Demand bills or Sigif bills are payable either on demand or at 

sight 

(2) Usance bills are bills which mature for payment efier a specific 
period say 30, 60 or 90 days 

f3) Clean bills are bills which arc not supported by any documents 
of title to goods 

(4) Z)oo/ment<70 6i//s are bills which are always supported by docu 
ments of goods such as bill of lading, nilwiy receipt, truck receipt or air 
challan etc. Documentary bills may further be classified into iwo categories 
In‘D/A bills’, documents attached to bills are delivered to the purchaser or 
importer of the goods after he accords his acceptance on the bill itself On 
the contrary, in ‘D/P bills’ documents attached to the bill arc handed over to 
the corcemed party as soon as it makes payment of the bill to the collecting 
banker While financing trade bills bankers prefer 'demand bills to ‘usance 
bills’, ‘documentary bills’ to ‘clean bills’ and ‘D P bills’ to ‘D/A bills* Danks 
undertake financing of bills cither by purchasing them or discounting them 
These procedures are discussed m the following paragraphs 

PURCHASE OF BILLS 

‘Sight Dills* or ‘Demand Bills’ are payable on presentation but when the 
supplier of goods is in urgent need of funds and cannot wait til! presentation 
of the instrument, he obtains finance by selling the bill to the bank Banks 
purchase sight hilts from customers but the purchase price is always fesser 
than the face value of the bill the difference being the bank’s profit 
Although the bank IS ultimately liable for presenting the bill yet it does not 
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retain ownership rights o\er the bill The banker retains the purchased bill 
simply as a ‘secunty’ and acts as a ‘pledgee* of the bill The barker’s interests 
in the bill arc limited only to the amount leaded to the customer and not to 
the entire ownership rights in the bill The customer continues to be the 
actual owner of the bill If any‘sight* or ‘demand’ bill is dishonoured by 
the drawee of the bill the bankercannot sue the dravsee for its non payment 
hut has to return it to the customer (drawer) who had earlier ‘sold’ this 
bill to the bank When the bill is received unpaid the banker has to debit 
the customer’s account with the amount of the dishonoured bill plus incidea> 
tals It should be noted that only *sight bills’ are purchased and no other 
bills ate eligible for purchase by banks 

DISCOUNTJSG OF BILLS 

When any‘usance bill’IS tendered to the lending bank for financing 
and the banker is inclined to do so, be retains the bill and pays out its amount 
after deducting interest etc. for the period it has to run till maturity This 
process is called ‘discounting’ of the bill Sir John Paget* holds 

‘To discount a bill is to buy it, to become thetransferee of it, by bav« 
irg It endorsed or transferred by deliseiy by ihe holder, gis irg him a price 
settled either by agreement or % the current rate in the money market, 
and based on tbc time the biU has yet to run ’ 

Thus, 'discounting of bills* is quite difTerem in character than that of the 
'purchase cf bills' TTie discounting banker obtains all rights title and 
interests m the bill The ‘b*arer biH’ is negotialed by mere delwerv while a 
‘bill payab’e to order’ is transferable by endorsement and deliicry both 
The rate of discount generally tallies with the prevailing interest rale m the 
money market The discounting banker becomes Ihe ‘bolder lo due course' 
and hence his rights are not affected by any wrongful or defective title of any 
of the previous holders of the bill If od the due dale the bill is dishonoured 
by the drawee, the discounting banker bas a right to proceed against the 
liable party in a competent court of law and like ‘sight bills* the banker need 
wot depend vipon the action taken by thecusloroer However, in practice, 
bankers prefer to debit the customer’s account by the amount of the dis¬ 
honoured bill and do not wait till tbe proceedings against the dishonounog 
parly materialise From the liquidity point of view, the ‘discounting bank* is 
put to an extra disadv aniage as compared to the ‘purchasing bank’ since the 
former obtains payment only after the inalunty of the bill while the‘sight 
hills’arc due for paymcDt on preseotaliOfl and the funds of tbc purchasing 
bank are not blocked for an unduly long lime The discounting banter has 
also an extra responsibihiy of mforming all the previous parties la case the 
bills IS dishonoured on the due date 

ADVANTAGE OF PURCHASE AND DISCOONITNG OF BILLS 

Purchase and discounting of bills are lucrative methods of granting 
credits by hankers Because of legal implications on ihe issue of ownership. 


» The Gilbert Leefuns, 1912 
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'discounting of bills’ is preferred by banks as compared to ‘purchase of bills' 
However, the lending bankers arc beneftlcd m the business of bills in the 
following ways • 

1 Safety of Bank funds The prime concern of a lending banker is the 
safety of funds lent Although no tangible asset is olTcred as a cover for the 
loan, bankers’funds arc still safe m the purchase or discounting of bills 
because if the acceptor of the bill fails to pay the amount on the due date 
or the drawue docs not pay the bill on presentation the lending banker has 
the right to debit the customer’s account !n the capacity of the owner of the 
instrument, the banker can also sue the parties responsible for dishonour of 
the bill Where the bill is a ‘documentary bill*, the banker has an opportunity 
to take possession of the documents of title to goods (B/L, R/R etc ) attached 
to the bill and realise the amount advanced by selling the goods covered by such 
documents The bills, whether documentary or clean, should be purchased/ 
discounted only when the parties concerned have a good standing and credit* 
worthiness m the market 

2 Good litfe Unlike purchase of bills, the discounting of bills confers 
ownership rights on the lending banker The banker m this case is a ‘holder 
in due course’and his title IS not affected by any forgery or undesinbleacts 
committed by the previous parties on the instrument 

3 Certainly of repa}ntent The purchasing or discounting banker cm 
be generally sure of getting repayment of the amount advinccd on the date 
of presentation or on the due dale of the instrument This certainty emerges 
from three points First, these bills are generally drawn on parties with good 
credit and this reduces the possibilities of dishonour of the instrument to the 
minimum Secondly, these bills originate from actual commercial transactions 
whicli help the debtor meet his payment obligation by selling the goods 
rcceised from the creditor Thirdly, dishonouring of trade bills is considered 
as a damaging factor to (he reputation of the trading parties and hence the 
trader concerned chooses to pay rather than to refuse payment on the due 
date 

4 liquidity Trade bills generally mature after a short period say 
30 , 60 or 90 days This increases liquidity of the bank’s investments and 
makes the circulation easy Trade bills arc reckonned as semi liquid assets 
by banks 

5 Scheihdmq of bills according to thdr maturU) The banker has prior 
knowledge about the due dates of ‘usance bills' He prepares a schedule 
according to maturity of the bills discounted A regular reference to this 
schedule helps the banker to decide his forthcoming msestment programmes 
Uhile he gets back his money on maturity of certain bills, he may well think 
to finance new bills from the funds so obtained 

6 ho prko JliKtuations The value of trade bills is not subjected to any 
fluctuations by market forces as happens in case of other securities such as 
shares and slocks and even the goods in trade Dills do not carry any 
discount or premium and are always negotiated on their face value The 
creditor, the debtor and the lending banker all know about the value of the 
bills they ore dealing with However, the credit control measures adopted 
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by the central hank of ths country affect the buyfng or discounting rates,of 
the bills 

7. Higher }iehh The purdiasc or discounting of trade bills ensures a 
higher yield to the lending banker even when the rates of interest charged on 
other loans and advances are equal The obvious reason for the higher yield 
IS that the discount or interest is deducted m advance while financing the bills, 
whereas on other loans interest becomes payable to the bank only after a 
specific period, say monthly, quarterly or half-yearly The cumulative impact 
of advance realisation of interest and incidentals in purchasing and discount¬ 
ing of bills results in a comparatively higher yield on funds advanced by 
bankers 

8 Jiejinancing faeihiies If a bank is in urgent need of funds, it can 
seek accommodation from the Reserve Bank againsl bills discounted by it 
Re discounting facilities so accorded increase the character of liquidity in 
trade bills This avoids the necessity of maioiaining unduly large cash 
balances at all times 

9 Prospects of fien eccounis Traders, who seek bank finance for the 
first time against trade bills, have to open new accounts with the discounting 
banker Traders, who are already having bank accounts, increase their 
financial resources by discounting of bills and then manage to open personal 
deposit accounts such as savings bank, term deposit nr recurring deposit 
accounts Parties, who have to honour bills at the time of presentation, also 
open accounts with the banks holding bills drawn upon them Thus, the 
prospects of opening new accounts ate fairly increased 

THE BILL MARKET SCHEME IN INDIA 

Purchase and discounting of bills is regulated in every country by the 
bill market schemes prevailing there Before 1950, there was no organised 
bill market m India Consequently, the use of trade bills was very sparse 
It is only in recent years that (he bill market in India has taken a shape 
Two schemes have been enunciated so far, one after another We shall 
discuss both these schemes here 

THE OLD BILL MARKET SCHE&fE 

The Bill Market Scheme was introduced for the first time by the Reserve 
Bank oflndia on the 16lh of January, 1952 Under this scheme scheduled 
commercial banks could avail refinancing facility from the Reserve Bank on 
the security of usance promissory notes of their customers The salient fea¬ 
tures of this scheme were as under 

I The RBI used to grant demand loans to the scheduled banks against 
promissory notes, wrjllen by therr customers on the basis of ‘usance 
bills', or cash credits, overdrafts and loans etc being availed by 
them maturing within a period of 90 days The RBI derived this 
power under Section 17 (4)(c) of the Reserve Bank oflndia Act, 
1934 This Scheme did not include re discounting of bills and 
promissory notes payable on demand In other words, customers 
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having trade bills of fixed tenure not exceeding 90 days could write 
promissory notes for the unexpircd tenure of the bills 

2 The member banks intending to avail refinancing facility under this 
scheme were to prepare carefully a list of the borrowers whose 
advances were to be converted into usance promissory notes 

3 The banks were required to apply to the Reserve Bank for limits in 
respect of each customer and furnish full information regarding 
financial standing etc about the borfouer as demanded by the RBf 
The Reserve Dank would study each and every case on its merit and 
could approve or reject a party in toto or approve a parly for lower 
limits 

4 After formal approval, the borrowing bank was to endorse the 
usance promissory notes in favour of the Reserve Bank and lodge 
them with the latter Thus, the Reserve Bank dealt with the borrow¬ 
ing bank and not with the customer writing the promissory notes 

5 The borrowing bank was required to certify that the party signing 
the promissory note was pood for the amount and the customer had 
to declare that the P/N had arisen out of genuine commercial 
transaction 

6 The borrowing bank was required to repay the amount before with¬ 
drawing the bills on or before their due dates or aliernatively, it 
could lodge other eligible promissory notes in lieu of the maturing 
ones 

7 The borrowing bank was to pay inicrcst not on the entire amount 
of the borrow inps but on the amounts actually utilised The member 
banks used to redeposit surplus funds with the Reserve Dank m order 
to reduce their indebtedness 

8 In order to avoid the rush of promissory notes for small amounts 
certain minimum limits were imposed on the borrowing bank Any 
promissory note to l>c lodged with the Reserve Bank should not be 
l-ss than Rs 50 000 or the borrowing bank should not borrow 
less than Rs 5,00,000 at a lime 

With the introduction of the Bill Market Scheme, the member banks 
resorted to this refimneing facility from the Reserve Bank, as and when 
they needed funds especially when the conditions in the money market were 
tight The figure of Reserve Bank’s refinanang to scheduled commercial 
banks sharply ro'c from Rs 27 43 crores in 1955-56 to Rs 202 40 crores in 
1970-71 However, the scheme, 3$ It emsted then, was not upto the enlire 
satisfaction of the banks operating in India The figure of bilU purchased 
and discounted by the sclicdukd commercial banks was Rs 13 26 crores in 
1950-51 Although this rose to Rs 752 93 crores in 1970-71 but it formed 
only 1/flh of the totil bank credit outstanding in India The method of 
ohiainine fimnee from the Reserve Bank was indirect and jumbLd The 
Bill Market *khcmc suffered from the following limitations 

I It had no relation with the real usance bills Banks hid to convert 
cash credit, overdnfis and loin accounts of the customer into usance 
P/N$ and then seek Rcsen-e Bank’s refinancing 
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2 Jl was Mpessne and itiDC cmsuiBiflir 

3 It was not flexible according to needs of Ibe time 

4 The scheme did not envisage transfer of surplus funds from one 
member bank to another member bask who w*as short offurds 

5 The scheme was atem porar> phenomenon and did not encourage 
deselopment of a bill market, to the real sense, in the country 

In orderto remove the above defects the Reserve Bank of India appoint 
ed a ‘Sludj Group’under the Chairmanship of M Nartimhan m February 
1970, to sludj the issue of'enlarging the use oflhe bill of excbance as an 
instrument of credit and crention of a Bill Market in India* The Group 
submitted Its report in June 1970 Since (he previous Bill Market Scheme 
did not cncouracc eenuinc trade transactions, the StucJ> Croup commented 

on It, ‘These bills are not bills in the (rue sense nor is there a market for 
them It IS in effect an accommodation scheme on the basis of unprov-ised 
bills ’* According lo the Studi Group, dearth of sufficient trade bills was 
alto a hinderancc in the development of a bill market It recommended that 
the Reserve Bank should take steps towards the creation of a bill market tn 
India by encouiagmg the use of bill of exchange as an instnimeot of credit 
According to the Studv Group, the creation of a geouine bill maxlet would 
impart flexibility to the mocc) market, even out liquidity witbm the banking 
system and enable the RGI to exercise more effecuve control over the moue) 
market 

^RW Btl.t. MARKET SCHEME 

This scheme is also knon-n as Hills Rfdisecunting Scheme Keeping in 
Mew the recommendations of the Study Group, ihe Reserve Bank dennng 
pov»crs under Section 17(2) (a) of the Reserve Bank of Jodia Act, 1934 
introduced in November 1970, a ‘New Sebeme* m place of the ‘Old Scheme* 
The new scheme was modified from tune to lime according lo the needs of 
the trade and industry The salient fealurcs of this scheme are as follows 

1 Ehstbilit) of banks AU scheduled banks, including the State Baal, 
Its subsidiaries and nationalised bants are cligibrc lo obtain accommodation 
by rediscounting bills of exchange. 

2. fTxfltitfn of limits All ehcible bankers «hould apply to the Resene 
Bank for fixation of the bills rediscounting limits giving their estimated credit 
requirements for (he penod Ist November to 3Is( October 

3 Ehgibihli of bills The bills presented for rediscounting should 
fulfil the following conditions 

(i) These should be genuine trade bills having evidence of sale of 
goods 

(li) The bill should indicate on its face the nature of the Iransacljon and 
the particulars of the documents of title to goods relating to it 
(ni) The bill should have been drawn on and accepted by the purchaser’s 
banker drawn on the puiehaser and bis banker jointly and aaxptcd 
by them jomtiy 

I Peitne Danko/India BnUeiin July 1970 113* 
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or 

Where the purchaser s bank is not a licensed scheduled bank, the 
bill should bear the signature or a licensed scheduled bank too 

Of 

Bills drawn on and accepted by the buyer and endorsed by the seller 
in favour of his bank must bear a certificate signed by the licensed 
scheduled bank to the effect that payment would be made by that 
bank 3 days before the date of maturity 
(Iv) Bills drawn on and accepted by the buyer under an irrevocable letter 
of credit should be certified by the buyer's bank to the effect that all 
the terms and conditions of the letter of credit have been complied 
with 

(v) The bills should not normally exceed the usance of 90 days In 
exceptional cases bills of 120 days maturity can also be rediscounted 
provided the unexpired period of the bill does not exceed 90 days 

4 Refining rediscounting of c(Ttam bills The Reserve Bank may refuse 
rediscounting of hills arising out of sale of such commodities which it may 
notify from time to time as a result of selective credit control measures 

5 Extending scope of ihe Scheme The Reserve Dank of India may 
extend the scope of the Scheme tn the manner as it may think fit The scope 
of the Scheme Ins been extended to cover the following cases* 

(f) All bills of exchange arising out of s*iles of goods to government 
departments and quasi governed bodies as tvell as slatuiory cor 
porations and government companies provided such bills conform 
to the requirements of the Scheme (effective from 30th July 1971) 
(fi) Bills of exchange drawn on and accepted by the Industrial Credit 
and Investment Corporation of India Ltd (IC&ICI) on behalf of 
Its purchaser constiiuents singly or jointly with them provided an 
eligible Khedulcd commercial bank offered them for rediscount 
(effective from 6 April 1972) 

6 Minimum limits In order to avoid rush of Ihe bills of small r 
imounts, minimum Iimils of the amount have been fixed b> Ihe Reserve Bank 
Any single bill offered for rediscounting should not be less than Rs I 000 and 
on each occasion the total amount of bills offered should not be less than 
Rs 50 000 

7 CcrliJIeale of the hank rediscounting the bills Every bank red scount 
mg the biffs sfinff afso atncfi iftc fbffowing ccmiTcatcs with the 6ilf 

(/) that the bills offered for rediscounting arose out of genuine com 
mcrcnl or trade transactions relating to the sale of goods, 

(i/) that the drawers of bill are finanaally sound and their signatures 
are genuine and good, 

(/■/) that the signatures of the accepting bank are genuine, 

(/r) that the discounting bank has full title to the bills discounted 

8 Lodgement of bills rediscounted Bills discounted by the eligible 
banks should be lodged with the Reserve Bank of India for th-ir r*divcount 

• The Rfrort on Currtney and Finance Reserve Bank of tndw 1971 72. 
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ing After November 1973, the member banks arc not required to lodge 
bills if the face value of each does not exceed Rs 10 lakhs Instead they 
will retain the same nith them as agents of the Rcsene Bank This provision 
IS meant to avoid delays m delivering and redelivering the discounted bills 

9 lietirentent of the bills The Reserve Bank is not supposed to 
present the bills rediscounted by it for payment The member bank availing 
the rediscounting facility should take delivciy of the rediscounted bills lodged 
with the Reserve Bank at least 3 working days before the respective maturi¬ 
ties for payment Banks retiring the bills well before maturity are entitled 
to prorata refund of the discount Dills which have not been lodged with 
the Reserve Bank hut have been retained by the banker itself as an agent of 
the former should re endorse them in its own favour at least 3 days before 
the maturity Where the due date falls on a holiday, the bill should he 
the retired on the next preceding working day 

10 Rcdiseoimling cenfns The rediscounting facilities which were 
first made available at the Banking Department of the Reserve Bank of 
India at Bombay, Calcutta, Ahmcdabad, Madras and New Delhi have now 
been extended to Hyderabad, Patna, Nagpur, Kanpur and Bangalore loo 

11 Relaxation lo banks Licensed scheduled banks are allowed to 
accept a bill of exchange on behalf of the purchaser cuslcuner and then 
discount the same bill for the seller customer Such bills too shall be 
rediscounted by the Reserve Bank provided all relevant certification referred 
to above has been made by the borrowing bank 

12 Ceiling III the rcdi.icouniing rate The rediscounting accommnda 
tion to commercial banks is generally made available at the interest rates 
ranging between 9% to 12%. but since May 1977, the ceiling rate on bills 
rediscounted by the banks with other commercial banks as well as certain 
approved finanaal institutions remain at 10% per annum 

13 Rediscounting facihfies from other insulations Banks who have 
discounted genuine trade bills can also avail of rediscounting facilities with 
the Life Insurance Corporation, Unit Trust of India, General Insurance Com 
pany/Corporation, Industrial Credit and Investment Corporation of India, 
and with any of the commercial banks in India 

ADVANTAGES OF THE NEW BILL MARiCET SCHEME 

There are several advantages of bill financing under the new scheme to 
the various parties involved, namely, the Reserve Bank, lending banks, 
buyers and sellers Let us study these advantages in detail 
To Reserve Bank of India 

(i) The scheme would even out the liquidity within the banbng 
system 

(h) The Reserve Bank would be treated as ‘Lender of Last Resort’ 
rather than the‘Lender of First Resort’ With the availability of 
a large portfolio of bills in the market, it would be possible for 
banks to adjust their surploses/deficits by discounting/rediscountmg 
bills amongst themselves rather than involving the Reserve Bark 

(In) Where the Reserve Bank deades to restrict the deficit financing, it 
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can support the note tssue by rediscounted bills because redis¬ 
counted biJIs are considered eligible assets for the note issue 

(iv) The developed bill market will make the ‘Bank Rate’ variation, a 
more efTective weapon of monetary control as the impact ofehanges 
in the bank rate could be transmitted through the bill market to the 
entire monetary system 

To lending banker 

(i) The bills discounted would represent a genuine sale transaction and 
therefore the banker would be sure as regards the end use of the 
funds lent 

(ii) An advance by discounting the bill ensures financial discipline in¬ 
asmuch as there is a definite dale of maturity for the bill 

{III) The quality of the credit risk also stands improved because the bill 
bears at least two good signatures 

(h) The signs of the advance going bad are delected immediately as the 
dishonour of the bill is usually noted and protested 

(v) It increases the profitability of banks since there is always a margin 
between the rate of discounting and the rate of rediscounting 
The former is always higher than the latter 

To seller 

(i) Merits of financial discipline, belter security etc are also available 
to the seller, who is a drawer of the bill 

(i/) A seller has no other alternative for financing his sales or credit 
terms In order to popularise the Dill Market Scheme banks ask 
their seller constituents to seek additional finance by way of dis¬ 
counting of bills 

To Intyer 

(i) Where the buyer is not in a position to effect cash purchases, he 
• may easily choose to accept the bill 

(i<) There IS a possibility that the benefits of lower finance charges are 
passed on by the seller to the buyer cither m full or in part 

tllE PROGRrSS OF BIULS REOISCOUfTTISO SCIICME 

The scheme of rediscounting of bills has fared well since its inception 
It has encouraged use of genuine trade bills in the bill market and has 
helped to even out the liquidity within the banking system The number of 
scheduled commercial banks participating in the scheme increased from 35 
at the end of June 1972 to 74 at the end of March 1975 and 122 at the end 
ofMareh 1978 The bills rediscounting facilities continue to be extended on 
discretionary basis The total amount of limits sanctioned to the banks 
under this scheme stood at Rs 193 5 crorcs at the end of June 1972, Rs 135 
crores at the end of June 1976, Rs 187 crorcs at the end of June 1973 and 
Rs 130 9 crores at the end of June 1980 This shows the flexibility of the 
scheme in adjusting Itself according to the needs of the hour Theschcdulcd 
commercial hank’s portfolio of bills purchased and discounted increased 
sizeably over the period ItwasRs 765 crores in 1971, Rs 1,271 crorcs at 
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tbc end or March 1975 and Rs 1,668 crores at the end of March 1979. The 
amount of outstanding bills rediscounted stood at Rs 9 9 crores at the end 
of June 1972, Rs 116 crores at the end of June 1977 and Rs 75 crores at 
the end of June 1980 The study of lire trends in the bill marhet since 1971 
shows that with the flush of funds commerctal banks make lesser resort to 
the scheme but during periods of money stnngency they secure funds by re 
discounting bills frequently They make more and more use of the rediscount 
ing scheme It has also provided opportunities to other flnancial institutions 
hkc Lie, UTI and SFCs to invest iheir short term surplus funds m the 
rediscounting of trade bills It is expected that the Bill Market Scheme will 
successfully meet the needs of short term funds of the trade and industry 

BANKER’S PRECAUTIONS IN PURCHASE AND 
DISCOUNTING OF BILLS 

The employment of bank funds for purchase and discounting of trade 
bills IS a profitable inicstment and the rediscounting facilities for bills by the 
Reserve Bank has made the bills portfolio of banks a best possible combina 
tion of profitability and liquidity Bankers pariicipating m the ‘Bill Market' 
should carefully follow the prescribed rules and regulations Violation of 
any rule might cost the banker non availability of the rediscounting facilities 
from the Reserve Bank The banker should be a little more cautious in pur¬ 
chase and discounting of trade billsthm what he has to be in giving advances 
against other securities This will make safe the money advanced and will 
also help maintain the semi-liquid assets wiihm the bank itself The following 
precautions should be taken by (he bankers in financing (he trade bills 

1 Soundness of iht parties and their credit limits Purchase and dis¬ 
counting of bills should be made from such customers only in whose favour 
the Reserve Bank has sanctioned regular credit limits The Reserve Bank 
sanctions such limits only when it ts satisfied about the solvency, credit 
worthiness and financial soundness of the parly concerned The Reserve 
Bank’s approval depends upon the recommendations forwarded by the 
applicant bank itself, hence the lending banker should thoroughly examine 
the financial soundness of the drawers and drawees of the bills 

2 The nature of bills The nature of bills should conform strictly to 
the presumptions and traditions picvatliDg in the bill market ’The following 
points are important m this context 

(i) The bill should arise out of the genuine trade transactions 

(;j) Priority should be given to the bills arising out of transactions of 
movable assets 

(ill) Documentary bills should have all the relevant documents of title 
to goods attached thereto 

3 Scrutinize thoroughness of the till The discounting banker should 
see that each bill is properly drawn, signed by the parties concerned and all 
the relevant particulars arc given theiem It should not bear any material 
alterations 

4 Not to finance overdue bills The banker should not finance overdue 
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bills because m such cases he is not treated as a 'holder in due course’ and 
there is a risk or ils dishonour either earlier or subsequently 

5 Ttto good signatures Only such trade bills should be entertained as 
contain two good signatures on them One of these signatures should be 
that of a licensed scheduled bank Jt makes rediscounting ofihc bills easy 

6 Short period bills The bills offered for rediscounting should be of 
short duration say 30, 60 or 90 days Bills of longer maturities should not be 
financed 

7 Adequately stamped and endorsed Elach bill should bear proper 
stamps according to the provisions laid down in the Indian Stamp Act, 1899 
failing which the validity of the bill is affected It should also bear an endorse¬ 
ment of the customer and if the concerned banker intends to rediscount 
it, an endorsement by that banker in favour of the Reserve bank of India IS 
a must 

8 Prepare a schedule of maturities The banker should be aware of the 
due dates of the bills it has purchased or discounted Preparation of schedule 
of maturities helps a banker in the timely recovery of his funds 

9 Retire the bills and present them for payment If the bills have been 
lodged with the Reserve Bank, they should be retired cither by making cash 
payment or lodging new biffs m place thereof at feast 3 days before the due 
date After retirement, (he concerned banker should present these bills to 
the respective acceptor or drawee as the case may be for payment 

10 Notice of dishonour On presentation on the due date, if the bill is 
dishonoured by (he party concerned, the amount of the bill advanced to the 
customer should immediately be debited to his account and notices of dis¬ 
honour should be sent to all the parties responsible for making payment to 
the bank 

NOT A FULLY DEVELOPED DILL MARKET 

The present bill market in India, though developing during the last three 
decades, cannot yet be termed as a fully developed bill market The reasons 
for Its under development arc best known to the participating bankers, their 
customers and the government as well Much of the maladies in the present 
Dill Market Scheme can be attributed to (he legacies of the erstwhile Scheme 
The following are the main reasons responsible for not having a fully develop¬ 
ed bill market in India 

1 Preponderance of overdraft and cash credit systems Bankers as well 
as customers m India have so far preferred overdraHs and cash credits as 
modes granting advances They offer opportunities to the customers for 
misuse of the borrowed funds and elongauon of the borrowing period As 
the Bill Market Scheme enforces a Cnancial discipline on the customers, they 
generally do not like to get funds through bills 

2. Lack of rediscounting faahues The old Bill Market Scheme of 1952 
did not allow rediscounting of bills rather a allowed refinancing of usance 
promissory notes Even after the introduction of the‘New Scheme’ bankers 
do not pet rediscounting facilities at the nearest trade centres The RBI 
makes available these facilities at a few selected centres only 
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3 High Stamp dul} The usance bi!k in India attract ad ralareni stamp 
duly whtch brrnirs a high incidence of eapendilure on the customer, who 
besides the interest and service charges has to bear stamp dut> m discounting 
the bills The present rate of stamp dot} on the usance bill of 90 davs is 50 
paise per rupee which is a vcjy high rate as compared Id the rale charged la 
ibe foreign counlnes The Dahejia Slnd> Group on the 'Credit Needs of 
Industry and Trade* had emphasised upon the Central Goreramenl, as far 
bad as 1969, to reduce the stamp dul> on usance bills hut nothing so far has 
been done in this direction 

4 Lad. of Aaeptaiter and Discmml Hojses The bicgtst dranbad in 
the Indian bill marbet is that it does not have specialised institutions tCLe 
Acceptance Houses and Discount Houses as exist in mtemaiiona! financial 
centres like Loadon in England Absence of these houses in India has lept 
the cotnmereial banks quite overbusy to make sufficient enquiries about the 
financial soundness and other particulars of customers Commcrnal banks 
cannot gite as much attention to the discounting^business as is gnen by these 
specialised agencies 

5 of Tr^riry Bills Commeretal banks in India have been 
according preference to investing of funds in Treasurv Bills because Ihe pro* 
visiODS of the Banking Regulation Act for CRH and SLR requirements 
emphasise very much on first class government securities This has discouraged 
banks from irvesling ibeir funds in trade bills 

6 Bills of sAarr-<ft/fai/<in onl\ The cJtisting Bill Market Scheme pro¬ 
vides finance on!} against usance bills upto 90 da}s* matunt} Bills of longer 
duration have so place in this Scheme 

7, i<l6ic/i« public »i<rfrfii»i/sr.s A chain of public warehouses 

all over India has not been set up so far This has handicapped the use of 
docitmcntar^ bills in the bill market scheme because banken do not obtam 
reliable documents of title to goods 

f! A'o importance to asricvlturalhills in a prcdominenll} ognculfural 
country ftic ladis, agncn^foral frnVs flat e oaf jrf been git «t tfenr plaot ai the 
bill market scheme This has limited the scope of the current Scheme. 

9 Diffcull rules rcsarding rcshseomtins of bills Member basks 
providing finance against bills have to follow stnet discipline imposed upon 
them b} the Reserve Bark without which thej ina} not obtain rediscounting 
fanlil} As such, commercial banks make limited recourse to CnaDring 
against bills 

If adequate attention is given in removins the above drawbacks, the bill 
market can be developed according to the aspirations of the people engaged 
m industry and trade 
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ANALYSIS OF FINANCIAL STATEMENTS 


While lending funds bankers mainly consid.r the creditworthiness of the 
applicant and financial suitability of the proposal for loin Hankers have 
several sources of information to assess the credit of their customers and the 
soundness of their schemes for advances but fifiincial statements do communi¬ 
cate vital financial information about the tvotking of the units to be fimneed 
Financial statements—Balance Sheet and Income Statement -arc statements 
that contain summarised information about the financnl alTairs of a firm or a 
company for a certain period Income Statement consists the manu 
facturing/trading account and profit and loss accounts Balance Sheet is 
prcdominent in the financial statements as It shows all assets and liabilities of 
the concerned unit on a particular date Besides these i»o vital statements, 
the Auditors’ report, the Directors’ report and the Clnirman’s speech are 
treated as subsidiaries to the financial statements mentioned above 

Financial statements do not speak on their own The user has to an ilyse 
them according to the purpose of his study Since a banker Ins to know 
about the cfcditworihmess or repaying capacity of the borrower, it has to 
adopt an analytical approach to the financial statements To know the 
financial health of a particular business unit, we prepare a'Balance Sheet 
Analysis’ and study the progress or otherwise of the unit 

Traditional banking did not pay much heed to the analysis of financial 
statements Even some of the early bankers m America like Bank of North 
America or Bank of New York did not attach any importance to the analysis 
of financial statements of their borrowers Till recently, m India loo bank 
lending was security oriented Banks were not very much concerned with 
either the viability or profitability of the loan proposal or paying capacity of 
the baerawee Thus, s chss-baakme developed wherein peoph etch enough 
to offer security could attract a major portion of bank lending while the needy 
pockets of the society were left starved of the financial assistance fora 
considerable long time 

Financial statements were not prepared by all borrowers excepting the 
joint slock companies which had to prepare them under the statutory provi¬ 
sions contained in the Indian Companies Act, 1913 Firms, joint family 
concerns, sole traderships, and small entrepreneurs did not prepare financial 
statements, if at all they prepared such sialcmenls they did not get them 
properly audited, hence the statements were not likely to give a true picture 
of the financial state of affairs of the respective borrower. Bankers too did 
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not generally attempt a systematic analytical approach to (he financial sfale- 
ments and employed only a rule of (liumb m assessing the credit ratings of 
borrowers by rnaKiog >crbal enquiries about their tangible assets and pattern 
of their investments Wth the tndastrial advancemenc and expansion in busi¬ 
ness and trade, bankers arc now poised as purveyors of credit to persons having 
financially and economically viable projects m hand It is, therefore, essential 
for lending banks to adopt scientific and rational techniques of credit 
appraisal based on the analysis of financial statements 

BANKCn’S APPnOACir TO THE ANALYSIS 

The analysis and interpretation of financial statements may be useful 
for raanagernent, shareholders, investors, financial experts, go'crnnient, 
employees, undersiriters, sharebrokers, economists and bankers too While 
the basic techniques of analysis of financial statements for all these sections 
may be the same, a banker's approach to the end use cf financial statements 
IS quite difTercnt A banker js both a short term as well as a long term 
lender He has to see the liquid posilion of the borroNver to meet the current 
liabilities whenever they come up for payment He Las also to assess the 
solvency of the borrowing concern so that m the event of its liquidation, the 
banker gets back us money safely Growth prospects of the borrowing 
concern, or income generated by tt, arc also to be studied froo (be analysis 
Thus a banker has (o analyse tbc financial statements for three broad 
purposes so that the risks involved in lending for the proposed project are well 
guessed namely, fioancial soundness and stability, liquidity position, and 
earmog capacity of the unit 

Financial statements thus depict past performance, present position and 
future prospects of the borrower lis groivib id the past, profitabihty or 
financial soundness in the present and its earning prospects in future are 
important factors that are revealed by the‘Balance Sheet Analysis’. But the 
analysis should be made in its totality A cursory look at the financial 
statements may sometimes meal information which may make the banker 
inclined for granting the loan applied for 1^ a borrower but a deep probe of 
the figures given in the statements may bring out same of the hidden adverse 
features of the borrowing concern This may necessitate the lending banker 
to impose certain stringent stipulations on the borrower m utilisation of the 
loan or to reject (he proposal altogciber 

Maintenance of proper accounts by tbc borrowers is a must without 
which financial staiements cannot be prepared and their analysis cannot be 
done Joint stock companies and big firms usually keep their accounts 
properly and have them audited as per statute With the operation of (he 
credit guarantee scheme by Ibe Deposit Insurance and Credit Guarantee 
Corporation, small scale industries also have increasingly become conscious of 
keeping proper accounts for furnishing required mformation to the lendmg 
banks In 1971, the Reserve Bank, of India issued model forms of fnraishiog 
financial particulars by small entreprenons, small traders, small businessmen, 
professionals, retailers, and road transport operators etc Under the Credit 
Authorisation Scheme, the lending banks have to obtaiu financial information 
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of the borrowing concern and pass it on to the Reserve Bank of India m 
the prescribed proforma Thus an analysisofbahncc sheet and profit and 
loss account etc for 4 >cars is required That is actual figures for the last 
two years, estimates for the current year and projections for the following 
year should be given by the customer md inalysed by the banker according 
to the guidelines issued by the Reserve Bank 

LIMITATIONS OF ANALYHS OF flMANCIAL STATCMENTS 

An Analysis of financial statements cannot give everything to the banker 
or m other words a banker should not entirely depend on the analysis 
technique alone There arc ccrtnin limitations of the analvsis of financial 
statements and the results obtained from such analysis should be processed 
further or adjusted according to the prevailing circumstances of the case The 
limitations with which a banker should acquaint himself are 

1 Non (iisdosiire of l/te non nionclary factors Financial statements of 
a concern depict a numerical stale of affairs only and do not take into 
account certain other non moneiiry fjclors which might he rckvint For the 
banker in taking a decision for the loan to the applicant borrower Non 
disclosure of non monetary factors may lead a banker to wrong or illogical 
conclusions Thus, an analysis of financial siatemcnis may tell us about the 
fall m production or sales of the borrowing concern but may not relleci on 
non monetary factors such as availability of raw maicn ils would be strikes 
and lockouts, likely clnnges in the credit of the borrower in the market or m 
the efiicicncy and morals of the management and emplovecs 

2 Exact eompartsou not potsiblc After preparing the analysis the 
financial ratios worked out m the banking unit arc compared with the ratios 
in the analyses of other concerns in the same line of trade, business or 
industry But exact and correct comparison is never possible because of 
difference of accounting techniques relating (o deprcvuCion costs valuation of 
assets, and dates of financial closing 

3 GItesan Interim report only The balance sheet analysis of a borro¬ 
wing company gives only an interim report because final report is possible 
only when the enterprise is sold out or liquidated Obtaining a final report 
of this sort being impractical, the lending banker has no allernalive but to 
depend upon the interim report itself 

4 Depicts post trends The nnaijsis of financial statements is made on 
the basis of past perform-nce only Unless some reasonable projections for 
the future working and prospects arc made, the analysis cannot be said to 
serve a useful purpose 

TECHNIQUE OF ANALYSIS OI FINANCIAL STAIFMENTS 

Lending is no more an art as had been considered by traditional bankers 
It IS now a sistemalic or scienlific process by whu-li a banker can arrive at a 
decision whether to lend or not lo lend The sjsiem of analysis and inter¬ 
pretation of financial statements oflheborrowercan now help thcbankerin 
taking nght credit decisions It is almost a technological process in which 
several financial analysis techniques can be used by bankers and other lending 
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institutions Now shall study them 

COMPARISON METHOD OF ANALYSIS 

This IS one of the ear/iest methods of analysis «here financial statements 
for pcnods mn'ting from two lo fi\e years arc analysed on a couipansoa 
form The basic concept of this method of analysis is that comparative figures 
at the end of each financial year of the borrower arc spread on a sheet so that 
a comparative and analytical look on it could be held by the lender 

In this technique assets arc listed in the order of their liquidity Current 
<7srr/r such as cash receivable and invcntones etc arc listed first followed by 
non current assets accordin'’ to their value lo the Company or their active use 
in the production process Thus, machinery or plant and equipment and 
land and buildings can be put according to their decree of liquidity to the 
borrowing concern Similarly liability segment of the balance sheet shall 
also carry first current liabilities m order of their falling due and then non 
currenf J/eij/j/ier shall be shown in the same order Thus bank overdrafts, 
creditors, debentures, preferred slock, equity stock, retained eammgv etc can 
be shown m this spread sheet On the reveree side of the comparison sheet, 
operating figures like net sales, all items cf income and expenses and 
net profit/loss may be given Some banks also include analysis of changes in 
financial position or working capital of the borroniDg concern The analyst 
should note the changes in the value of current assets, current liabilities, 
tong tern items and operating results Unusual changes m large amooots 
often indicate either unproper spreading or switches in munagement policy or 
occurrence of situations beyond the control of ffianagement Special attention 
should be paid to the following points 

1 Channeling of an excessive amount of earnings into fixed assets 

2 Slow moving inventory 

3 Quantum of uncolleciable receivables 

4 Large withdrawalsby owners 

5 Increases in the debt to key management persons 

6 Unusual salary and bonus increases 

7 Advancing of money to oflicers employees, and outsiders 

If all or majority of the above points arc revealed in the analysis, the 
banker should exercise discretion id sanctioning loans 

TREND PERCtNEAUt METHOD OF ANALYSIS 

Under this method, (rend of certain key items of the statement is found 
out on percentage basis Where figures of two or more years have beer given, 
figures of first year arc treated ns base and are coosidered lo be 100 per cect 
Subsequent years* figures are then taken to calculate the percentage ebans^ 
over the base year Trend percentage of some selected items in the linanaal 
statements such as net sales, gross profits, net profits, receivables, mveniones, 
fixed assets, short and long term bank loan, net worth, and bills payable etc 
are calculated This giv es a much clearer picture of the changing conditions 
of the mstomcr’s financial position than the one that can be known from tbc 
earlier method of campanson of rupee value changes m different items Some 
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bankers combine both the systems m order to obtain more effective results 

RATIO METHOD OP ANALYSIS 

Ratio analysis is an important tool of credit appraisal for bankers Data 
given in the financial statements of the borrower can be compared and 
interpreted through ratios and important conclusions can be drawn there 
from A ratio is a stHistical yardstick, that provides a measure of the rela 
tionship between two variables or figures Ratios can be used for measuring 
past performance and for projecting future trends Figures used m the ratio 
analysis should be relevant and comparable Comparison between two 
irrelevant figures cannot be of any use in the arithmetic of ratios As mass 
of data might obscure the analysis and working out ratios a financial analyst 
should adopt a careful course and select such data and such ratios which can 
bring him a meaningful conclusion about the creditworthiness of the 
borrower 

Ratios can be of several types but all ratios may not be suitable for a 
banker analyst and also that no single ratio con be sufllcient for obtaining a 
clear financial picture of the borrowing concern This meins that although 
not all, some standard ratios should be employed in the interpretation offinan 
cial statements of borrowers A banker may sciv t ratios according to the 
type of loans or class of borrowers and hisiownatiitude towards the technique 
of ratio anilysis Since bankers ind lending insmutions alike are mostly 
concerned with the financial ability of the borrower to repay debts timely, 
ratios falling under the undernoicd groups can be helpful m credit appraisal 
Liquidity Ratios 
Profitability Ratios 
Leverage Ratios 
Activity Ratios 

Under Credit Authorisation Scheme (CAS) the Reserve Bank of India 
requires its member banks to furnish financial information and ovorkout 
certain ratios in the prescribed profonnae Let us discuss here some impor 
tant ratios which fall m one or the other category shown above 

1 Liquidity Hallos ‘Liquidity Ratios’ are also known as ’Solvency 
Ratios’because the analyst bankers use them m measuring the borrowing 
company’s ability to repay short term debts and also in assessing solvency or 
ability of the borrower to remain solvent even m diflicult times during the 
Wib'ci?. Vaw hoia wig,h)l Oir oc sfuirLter(7i.cttdil. 
limits have to be fixed The ratios following under ‘Liquidity Ratios are 

(a) Current Ratio The ratio computed between the current assets and 
current liabilities of the borrowing concern, is known as‘Current 
Ratio’ Thus, it speaks about the current financial health of the 
Dorrower or we may say that the borrower is capable to repay his 
short term financial obligations out of his own assets and without 
incurring an extra liability Ratios of 1 1 or 2 1 are considered 

to be pood • A company may lvc having a high current ratio but 

• The Study Croup lo frame GinJetnes for follow up of Bark Credit (Tafidon 
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may not liave sufficient cash to repay its short term demands Most 
of us current assets might he in the form of inventory, receivables 
and investments A prudent management should care for the 
proper composition of the liquid assets 


Current Ratio = 


Current Assets 
Current Liabilities 


(b) Quick Batio or Acid Test Fafio It is a refinement over the ‘Current 
Ratio* and measures a qualitative oosition of the current assets of a 
borrower A ratio which is obtained by eliminating inventories from 
the current assets and dividing (hem by current liabilities IS knotvn 

as ‘Quick Ratio Since it presents a belter test of financial strength 
of the concern, it is also known as ‘Acid Test Kalio* It gives a 
clear picture nf the short term liquidity of the concern and establishes 
a close link between the marketability of current assets and short 
term repayme capaaty of the borrower If this ratio is 1 l.itis 
considered excellent because it shows that all the pressing liabilities 
can be paid off easily by some readily realisable portion of the 
current assets 


Quick Ratio or Acid Test Ratio 


Quick Assets (Current Assets—Stock) 
Quick orTi^urrent tiabJlities 


(e) /nventory Turno\er Baiio ft is a qualitative ratio and emphasises 
upon the quality of the inventory According to James Horae, 'The 
inventory turnover ratio tells us the rapidity with which the inven 
tory 18 turned over into receivables through sales ’ It should be 
1 2 or higlier 


Inventory Turnover Ratio = 


Co st ofgDndssold 
Average'Inventories at cost 


2 Profifabilit) Baihs Ratios which help m ibe determination of 
profitability of a company arc called ‘Profitability Ratios ’ Since profitability 
depends upon (he operating etRcicncy of ihe concern, these arc afso caffed as 
•Operating Ratios’ These ratios help measure the management’s effectiveness 
m the company Some of the important ratios are discussed below 

fa) Gross Profit to Net Safes Ratio This ratio measures the cost of 
pr^arirg a product and the margin betiveen such cost and the selling 
price lo many companies, this ratio tends to remain stable If it 
changes substantially, there may be an indication of the inventory 
being written up or written down considerably On the other hand, 
such change may also occur due to an improvement m purchasing 
raw materials or due to greater efficiency in the manufactunog 
process The analyst sboold be quite cautious in using this ratio 
and the reason for change must be ascertained This ratio should 
be studied in relation to similar other companies 


Committee, 1975) said that for sound finaocial disciptioe a minimum current ralio should 
be t 33 I* should then be lifted upwards proaiessrveb to the ideal level of 1 80 
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Gross ProGi Ratto =* 


Gross Profit 
Net Sales 


X 100 


(6) Net Profit to Net Sales Ratio This is also known as ‘Net Profit 
Margin of Sales’ It measures the profit per rupee of sales In 
calculating this ratio, all types of direct and indirect expenses are 
taken into account Many analysts calculate it on ‘before tax basis’ 
on the theory that a company generally has little control over the 
amount of taxes it has to pay to the government or, m other words, 
true measure of management’s ability to earn is the net profit before 
taxes Some other analysts prefer to calculate this ratio after taxes 
because the management IS actually concerned With the profits after 
all charges There is no harm in adopting both the approaches for 
a detailed analysis If the borrowing concern is also earning profits 
from Its non trading aclivmes or activities not concerned with its 
mam business, such profit should be excluded while calculating the 
net profit ratio 

A high net profit ratio might indicate a satisfactory position of the 
borrowing concern but the analyst should be aware of the pitfalls 
that occur due to changes m the valuation of stocks or in the 
accounting method A concern might be having a satisfactory 
‘gross profit ratio’ but the ‘net profit ratio’ in the same concern 
might not be satisfactory because although the direct manuficluring 
costs are lower, other indirect expenses incurred and interest paid 
are higher 

N« rroft r«,o 


(e) Operating Profi to Net Sales Ratio In this ratio, profits earned by 
an enterprise out of its business operations are compared to net 
sales All expenses (selling, general and administrative) barring 
financing costs and taxation arc deducted from the gross profit and 
Its ratio to net sales is obtained This type of study say for 2 to 3 
years shows the trend of profitability In business operations and helps 
the banker in judging operating efficiency of the borrowing concern 
as compared to other units in (he same trade or industry In 
obtaining tins ratio, first (be operating ratio IS calculated and llicn 
the dilTcrcnce between 100 and (he operating ratio is arrived at as 
under 


Operating f-PyJlKx 100 


Operating Profit to Net Sales Ratio>=IOO—Opcrating Ratio 
(d) Re) Expenses la Net Sales Ratios Key expenses that arc rchled 
to net sales and which afTccl net profit ofa company are the subject 
matter oflhesc ratios Thus, expenses like management salaries, 
total salaries, bonus selling expenses etc., may be compared in 
relation to net profits and if (hey arc found to l< out of line, the 
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banlcr may dcadc <o lend Tnoncy, os shown below, with cerlam 
preconditions 

Ealancs toNtt Sales Ratio and Wages=?i!i2?!A-Sl?xl00 
Net Sales 

Selling Expenses to Net Sales Ralio= — ^ 

(p) Apr J*rc>flr JO Ae/JJer/A/tar/e This meisiires ihe degree to which 
the tnanagement is able lo cmpli^ the investors capital profitably 
A continuously improving ratio might provide an jnccotive to leep 
the organisation viable and profitable 

Ncl ProCt lo Net Worth Rolio= 100 

Nel\\ftrlh 

(f) AVr Prp^r to Total Assets Ratio This measures the decree of 
cfTcctivcness with which maoagcmcot employs the total assets at its 
disposal 

Net Profit after 

Net Proht to Total Assets Ratio^i!—!.—^ X100 
Total A&sets 

(g) Net Profit to Fixed Atsets Ratio This is sitanar to the pwno^s 
ratio This shows the productivity of the fixed assets at the disposal 
of the management of the borrowing eontern. If the loan is bemg. 
sought for purchase of fixed assets, this ratio becomes more import 
ant for the lending banker 

(A) Net Profit to Interest Ratio This Jinks profitability of the borrowing 
concern with tbe quantum of interest on ibe debts taken from ouUide 
agencies From the bMltr’s point of new. tbe profitability of ibe 
borrowing concero imisl he suflSoent so as to ensure payment of 
interest therefrom The banker is therefore interested to ascenion 
the ‘limes of interest on loans* the borrower is coming Normally it 
should be 6 or 7 tunes the mtercjr poyeb/e This is also known as 
‘Interest Coverage Ratio’ 

Net Profit before charging 

Net Profit to Interest Ratio or Times _ interest and tax _ 

Interest Earned Ratio Interest payable 

3 Lvieroge Ratios or Capital Simeiure Ratios ‘Leverace is a term in 
Physics denoting a system wherein application of nimiffium force at a lever 
fulenin} gives maximum mechaoical advantage at tbe other end of the bar of 
ngid structure Increase in the number of levers makes the job more easy 
Leverage is also important in financial circles where a company with minimum 
nsk capital increases its caroings by funds obtained from external borrowiDES 
Thus, leverage may be defined as roeeung a fixed cost or paying a fixed return 
for employing resources or funds The fixed cost or return is treated as the 
fulcrum of a leverage As Leverage Ratios indicate capital structure of the 
firm, they are also called Capital Strncture Ratios These ratios help us 
measure long term financial position of a business concern The follow lOg 
arc some of tbe important leverage ratios 

fo) Outside Uabiiities to Net llor/h Ratio This ratio tellf us the 
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relationship between the crediton* funds and owners' funds While 
the outside liabilities include both the short term and long term 
borrowings, the net worth means lota! share capital plus reserves and 
surpluses or value ofowned funds, as represented by tangible assets 
in the business This ratio indicates whether the total indebtedness 
exceeds the net worth or falls short of it A greater cover of net 
worth will protect the interest of the lender 


Outside Liabilities to Net Worth Ratio=^^°^^ ^ 

Net Worth 

{b) CuTTcnl LtabthUes to Net Worth Ratio This ratio shows the degree 
of cover that is provided to current liabilities by the net worth of the 
borrower If current liabilities exceed the net worth, there is no 
scope for lending by the banker 

Current Liabilities to Net Worth Ratio-?— 


W 


W 


Loni-ferm Debt Cafnialisatlon Rafio This shows the extent of 
capitalisation provided by the long term indebtedness Lower the 
ratio, higher the protection to the lending banker Put sometimes 
this position prompts speculation among the shareholders because 
they know that they hi\c romimuro of risk in the company and 
have greater chances of reaping high profits on the basis of borrowed 
capital 

Long Term Debt ^ __ Lone Term Debt 

Capitalisation Ratio EquitybhareCapital + l'reterence bhareLupiial 
-i Reserves and Surpluscs+Long Term Debts 
Debt Fquiiy Paiu This ratio shows the relationship between the 
term liabilities and owned funds If a company is depending more 
on the owners’fund and lesson the borrowed funds, lending banker’s 
interest will be protected because in the event of liquidation there 
shall be cushion against losses to the creditors Generally 1 1 

ratio IS considered suitable but this may vary according to nature of 
the industry This ratio is also termed as 'Total term liabdities to 
Tangible Net Worth Ratio* 


Debt Equity Ratio — 


__ Outsiders' Tunds _ 

J)liirehold«s* I unds or Proprietors I unds or 
Tangible Net Worth 


^ .T».. . lonpIcrmborrowincs+Short term borrowings 

Debt Equity Ratio capitan n -ttRtt i i - ccTlS r c c ;i;Sr 

+ Reserves fi. surplus intangible assets 
A hich ‘debt equity ratio' should be an eye-opener to the bank as it may 
be a source of trouble as bank funds to meet market obligations or current 
assets may be liquidated for the same purpose resulting in a dilution in the 
value of securities 

(e) Pfbl to Tantiible Assets Ratio This shows the extent to which 
tangible assets arc provided by exicrsal debts Lesser this ratio. 
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greater tlie protection to the lending banker 


Toui Debts 


Total Assets—Intangible Assets 

(f) Fixed Assets to f^ei Rorffi Ratio It shows the extent to-nfiich 
proprietors’ funds arc emplojrd in the fixed assets Generally fixed 
assets should be 2/3rd (0 67j of the net worth A higher ratio would 
indicate that a substantial part of current assets is obtained froa 
borrowed funds, thus the lending bank s interest may not be safe or 
in other words nemaysa) that an exccssise amount of fixed assets 
adds to fixed costs and this itmits the company’s ability to shew 
satisfactory earnings This also hampere prompt debt repayment. 

T- i . . . VI t « Fixed Assets fafter depreciation) 

Fixed Assets to Net WoiUi Ratio-:- r— : ;tr 

Proprjrlers Funds or Net iVortn 


4 Acli\it\ Patrol Ratios which measure the degree of effectiveness 
With which the sctivitj operation or performance of a company is being 
earned on by its managcniejil are called the Activity Ratios These ratios 
are related to net sales and are based on the theory that greater the volume 
of net sales generated the more etRcieoily the manapement is opcrafmg the 
assets at Its disposal These ratios are also known as Turnover Ratios’ 
‘Efficiency Ratios', or‘Performance Ratios’ These express the frcqueucy of 
assets inventory or working capital as covered by the laroovpr of a 
company Some important ratios under this bead are 

(a) ImcntoT) Turnoicr Patio This indicates the efficiency of the firm's 
inventory management In computiog this ratio, average slocks of 
finished goods and sales arc compared a high raiiooftoniover 
inventoryisa commendable trend as ii shows fast movemrat of 
slocks, quick sales and quick circulation of furds If this ratio is low, 
It Will show an under accumulation of inventory and a red signal to 
the lending banker 


Inventory Turnover Ratio-®;;- —=—z --r 

^ Average Stocks of Finished Goods 

ffc) Fixed Assets Turnmer Ratio This measures the efficiency with 
which the firm is utilising its investment in fixed assets A fcigh 
ratio will indicate efficient utilisation of fixed assets in generating 
sales while a low ratio will show inefficient utilisation 


Fixed Assets Turnover Ralio~r;—— 3-7 - 

Net Fixed Assets 


(c) Total Assets Turnoirr Ratio This ratio shows as to how fixed assets 
as well as other assets are efficiently contributing to the production 
and sales activities of the firm A low ratio u ill indicate idle assets. 


Total Assets Turnover Ratio~ ... . , j — r;— 7 —- 
lota! Taneible Assets 

(c^ Workms Capital Turnoicr Ratio This shows the degree of efficient 
use of working capital of the busines unit m relation to its sales 
While a very high ratio may indicate overtrading a very low ratio 
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(e) 


will show ‘uncicrtrading’ Obviously, Ihc laticr position cannot be a 
supporting cause for the lending bank, but it should also be cautious 
in case of overtrading 


Working Capital — 


Cost of Goods Sold or Sales 
Average Net Working Capital 


Capital Employed runioier Ratio A high ratio will indicate elTicient 
utilisation of the owners funds and borrowed funds A low ratio 
will indicate undertnding This ratio is also known as Tangible 
Net Worth to Sales’ Ratio 


Capital Employed Capital employed and Tangible Net Worth 
Turnover Ratio Cost ot Sales 


{f) Debtors’ Turno^ir Ratio and Debt Collection Period When a firm 
effects Its sales on credit basis Ihc book debts are expected to be 
converted into cash over a short period Liquidity position of 
any business or industn tl unit greatly depends upon the quality of its 
debtors Debtors Turnover Ratio is indication of the quality of 
debtors 


Debtors 


Turnover Ratio< 


Credit Sales 
’Average Debtors 


/tierirgc Collection Period helps to know whether the oITicial credit policy 
1 $ being pursued in practice and debts are being collected in lime The shorter 
the avenge collection period the better the quality of debtors An excessive 
long collection period will show a liberal credit and collection policy of the 
firm and hence the banker should not lend ton However, a too low collection 
period may not necessarily be a good sign It shows a restrictive credit policy 
jeopardising thereby the earning prospects of the firm 

, _ n j Debtorsx Days in a year 

Average Collection Pcnod=- NcY Sales —~— 


(S) 


Cash Turno\er Ratio This measures velocity of cash in relation to 
sales High ratio will show an cITiacnt use of cash resources and the 
banker w ill be safe in lending to such a unit 


Cash Turnover RaliO' 


Cash 

Cost of Sales 


O') 


Creditors Turnoier Ratio This ratio shows the relation between the 
credit purchases and turnover of the concern A high ratio will indi¬ 
cate that the firm is prompt in making payments to its creditors 
Average payment period can also be cal ulaled ns shown below 


Creditors' Turnover Ratio 
Average Payment Period 


Net Credit Purchases 
Accounts Payables 
Accounts Pj>abLx365 
Net Credit Purchases 


LiMITATtOSS OF THE RATIO ASALYSIS 

Although ratio analysis is an important and widely used technique of 
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analysis of ficancial statements, it bas certain senous limitations given below, 
which the analjst should keep in view 

(1) If the information supplied is not authentic, calculation of ratios 
may give misleading results 

(2) Ratios may become non comparable because of different situations 
prevailing in diDerenl concerns 

(3) Price level changes in two periods may also make the interpretation 
of ratios difficult 

(4) Ratio analysis hints only at the symptoms of malady and docs not 
provide a full diagnosis 

(5) Ratios are calculated on the basis of past financial statements, but 
this may not represent a true picture of the future 

(6) Ratio analysis is quite technical aud is beyond the understanding 
of average intelligent persons 

ORGANS OF RNANCIAL STATEMENTS 

It IS very important to know about the organs of financial statements 
because financial analysis oraborrowingcoocern cannot be said to be complete 
unless all the organs of finaocial siatcments are puts the lest of ficaneial 
viability through the techniques of analysis As already stated in the begin 
mog following are the important organs of the fijuncial statements 

1 Balance Sheet 

2 Income Statement or Profit and Loss Account 

3 Cash Flow Statement 

4 Fund Flow Statement 

5 Other Statements Auditors’ Report, Directors’ Report and Chair* 
man s Speech 

Let vs discuss them in detail so that their knowledge is helpful to the 
reader and the analyst banker 

1 BALANCE SHEET 

‘Balance Sheet’ is the most important document among the financial state 
meots and hence It IS generously called as/Ting of all Balance sheet is a 
statement that depicts the assetsaod liabilities of a going concern at nay point 
of time or oa a given date lospite of window dressing, an audited balance 
sheet can be a veritable mine of loforinatton about the financial affairs of the 
unit Assets and liabilities are shown in a particular order and totals 
10 both the sides equal to each other Balaace sheets are usually prepared 
annually but they can be prepared half yearly, quarterly or monthly as the 
need may arise A balance sheet’ is also termed as a ‘Position Sfafemeni* 
because it gives financial position of a concern on a certain date for a going 
business * Fresh balance sheets are not required to be prepared for a dead or 

1 Although ihe Balance Sheet relales to a gouis concern the picture il gives is of a 
stationary position F H Jones says,'Itulile tfce snapshot ofa nioning irain 
by the camera records Ihe tiain at a ccdain pomt of time as if the tram were staiiocary * 

F H, Jones Guide lo Company Balance Sheets 6 
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standstill business In a broader sense, a Balance Sheet is also known as 
‘Statement of Sources and Uses of Funds* because liabilities represent the 
sources and assets indicate the uses of funds but this does not rule out the 
importance of the ‘Fund Flow Statement’ itself 

Balance Sheets help in the credit appraisal of the borrower A banker 
should make favourable credit decisions only if he is satisfied with the sound¬ 
ness of the financial position as shown by the statements including the 
Balance Sheet Every joint stock company is required to prepare its Balance 
Sheet in the proforma as given m Schedule VI, Part I of the Companies 
Act, 1956 But so far as the lending banks are concerned, the Reserve Bank 
of India has also prescribed a proforma (specimen given below) to be submit¬ 
ted by them for borrowers under the Credit Authorisation Scheme with effect 
from I March 1976, so that proper financial analysis is readily madeavailable 
to the Reserve Bank authorities 


PROFORMA ANALYSIS OF BALANCE SHEET 
As on (Amounts—4)00 s omitled) 


Uabililies 

Last two ye 
asperaui 

r*’ 

ars* actuals 
filed B/5 

19 

Current 
ycar'i 
estjmaics : 
” 

Following 

years 

projections 

19 

CURRENT LIABILITIES j 

1 Short term borrowisss (iflchidmc i 
bills purchased and discounted | 
and the excess borrowing placed 
on repayment basis) 

(0 irom our bank 
({/) from other banks i 

{til) from others 

1 Deposits maturing within one 
year 

3 Sundry creditors (Trade) 

4 Unsecured loans 

5 Advances/progress payments 

from customers deposits from 1 
dealers, selling agents etc 

6 Interestandotherchargesaccrued ' 
but not due for paymcol 

7 Provisions for taxation 

8 Dividend payable 

9 Other statutory liabilities (due 
within one year) 

]0 Instalment of term (oansMeferred 
pament credifs/dehenfures/ 

redeemable preference shares (due 
within one year; 

1 
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Liabilitm 

Last (wo years’ actaaJs 
as per audited B/5 

Cnrmjt 
year s 

Following 

year’s 

pro.)eclion3 

19 



I 19 

19 

19 

11 

Other liabilities and ptoiisions 
due nitbin ooejear 






Total CuTTCCt Liabilities 





TERM LIABILITIES 

12 Debentures (not icatiinDE witbin 
one }eai) 





13 

Redeemable prefeteflce shares 
(not tnaturics wilhin one year but 
of maruTity not eteeediss 12 
years) 





14 

Term loans (exclusive of mstal 
merits payable within one year) 





IS 

Deferred pajmert credits (cvciu 
si\eorias(alaieots payable «ithtn 
oaeyc&r) 


f 



16 

Terra deposits repayable after one 
year 





17 

Other term liabilities 






Total Term Liabilities i 





NET ORTH 

18 Ordmaryshate capital 

i 




19 

Prefcreoce sbare capital 
(tnatunoc after 12 years) 





20 

General reserve 





21 

Development rebate reserve 





22. 

Other reserves (excluding provi 
sions) 





23 

Surplus f+) or dcfinls (-) la 
prout and loss etc 






Total NetyNorth 






Total Liabilities 
(Items 1 to 23) 





OTHER ASSETS 

24 Cash and bank balances 





25 

Market investments (secnntict 
and shares other than those of 
subsidiary companies and a£Iia 
tes and fixed deposits tilth banks) 





26 

Book debts including Bills 
Receivable outstandios for not 
njore than 180 days 





27 

loventory 
(i) Raw inalenals 
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(o) Iraporled 
(6) Indig-nouj 
(II) Slocks in process 
(/tt) rinishcJ goods 
(M Consumable stores and 
spares 

28 Advance to suppliers or raw 
material and stores/spares con 
sumabic 

29 Advance payment of taxes 

30 Other current assets 

Total Current Assets 
FIXED ASSETS 

31 Gross block (land and buildings, 
machinery construction in pro 
gress etc ) 

32 Depreciation to dale 

Net Block (Items 31-32) 

33 Invesimentsybook debts/advances/ 
deposits wtiieh are not current 
assets 

(f) In subsidiary companies 
((i) In others 

{/(() Advances to suppliers of 
capital goods/spares and 
contractors for capital 
receivables 


34 Non consumable stores and spares 

33 Other miscellaneous assets to 
eluding dues from directors 

Total Miscellaneous Assets 

36 INTANGIBLE ASSETS 
(Patents goodwill, prel minary 
and promotional espenses, bad 
and doubtful debts not provided 
for etc) 

Total Assets (Items 24 to 36) 

37 TANGIBLE NET WORTH 
(Total Net Worth—Intangible 
Assets) 

33 NET WORKING CAPITAL 

(Total current assets—Total 

current Labilities) 


Nat* 1 If the Company IS a subsidfarjr, the extent and nature of isieresi of the Hold 
IDS Company 

2. If the Company IS a Holding Company theexteae and nature of fnieresi la 
subsidiary companies. 
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A banl-cr should studv and analyse bolh the sides of Balance Sheet in 
the abo'e Teferred proforma An itemmse and groupwisc study of ‘Liabilities’ 
and ‘Assets’ shall maLc cleat the picture of financial soundness of the borrow¬ 
er We gii e such an anal) sis below 

LI\BIUTlr3 

Liabilities are claims of owners and outside creditors against all the assets 
of a company Liabilities also represent sources of funds for the business 
No business can sur\i\c entirely on owners* funds or on borrowed funds, in 
fact, borrowed funds supplement the owners’ funds 

Liabilities are classified in three groups nainclj, current liabilities, term 
liabilities and owners funds or nctworth Contingent liabilities arc also shown 
separately by way of footnolcs in the balance sheet proforma 

1 Cvrretil LtabtUues All habihttes rcpa)ab]c within one year are 
known as current liabilities, these are also termed as ‘Short teriD liabilities’ 
Current liabilities arc usually raised on the coser of the current assets or for 
the purchase of current assets Similarly, current liabilities are extinguished 
With the sale of current nssets Thus a operating cycle is established lo the 
business Liabilities may be raised for ihe purchase of raw materials and will 
be extinguished with the sale of Gntshtd stock The current Jiabihties shoufd 
hate a matching relationship with current assets Where there is no metchiBg 
relationship or the funds hare been raised through current liabilities but 
current assets have not been raised consequently, there may be a case of ill 
Qnaacial management or misutilisation of funds, which should not go unootic 
ed by the lending banker 

(a) Borrow ingj/rom bwiLs The lending bank should know at all tunes 
the position of total credits it has already extended to the borrower 
Simultaneously, ii sboufd also know the details of borrowings, i e , 
amount, race of interest, terms of debt, encumberances on the assets 
of the borrower, repayment schedules etc from other banks and 
institutions 

(b) Trade crediforj The banker should call for the list of creditors, if 
the amount of creditors is loo big It should be noted that if a few 
big creditors are on the list it re a dangerous portent to the borrow 
ing firm because the creditors can tasily combine and suddenly press 
the firm for pajment Amount of creditors should match with the 
purchases made by the firm A companson of the figures for the 
past few years should be done and the causes should be enquired 
into for a sudden nsc or fall in ibe figures The ‘average period for 
credit’ should be calculated. If a longer time is given by the 
creditors, it will be a favourable factor for the lending banker 
Where ‘Bills Payable* are drawn by persons other than the trade 
creditors, the banker sboold becautious in assessing the borrowing 
capacity of the firm 

(c) TrcMSions for taxes and other proMSions Provisions are made for 
each liability, which is knowo at present but for which the exact 
amount cannot be determined Certain provmons such as deprecia- 
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tion, provident fund, insurance and pension arc necessary esen when 
there arc no profils in the firm, proMsion for taxation is a legal 
necessity and Ins to he done even when there arc no profits Pro¬ 
visions increase cash or liquid position of the borrower 
{d) Instalments of term loans etc Where long term liabilities such as 
term Joans, deferred payment creditors, debentures, and redeem¬ 
able preference shares have to be pud in instalments falling due 
within a year, the banker should know details of such payments 

2 Term Ltabilitles Also known as ‘Long fcrni liabilities’, these are 
usually incurred on the security of fixed assets Ifthe loan ilcmandcd from 
the bank is to be given against the security of fixed assets, the banker should 
maintain a margin of 50 per cent over the value of assets 

Longterm liabilities may include (I) terra borrowings from banks and 
other institutions, (2) debentures, (3) Redeemable Preference Shares and fixed 
deposits The banker should study the period of advance, rale of interest, 
security, repayment schedule Long term liabilities should have been created 
either for acquiring fixed assets or for expansion and renovation of the existing 
project 

(i) Dcbeitliires The banker should study the terms of issue of deben¬ 
tures, interest rate, charge if any created, npjymcnt schedule and 
method of redemption of debentures 

{il) Ridecniabk Trefcrcnce Shares Terms of issue, and method of 
redemption of preference shares should be studied but preference 
shares redeemable after 12 years should not lx included here, rather 
they should be treated at par with the ordinary shares 
(til) Term loans <t Deferred payments Where the concern has already 
obtained term loans from banks and other specialised fmarcial 
institutions, period of advance, rate of interest, security or charge on 
fixed assets and mode of payment should be enquired into by the 
bank Term loans by creating a charge on the assets already charged 
with other institutions should not be granted unless such institutions 
allow part passu rights to the banker Lending on the basis of second 
charge is not safe Ueferred payment credits arc given by banks for 
the import of capital assets Terms of such credits should also be a 
point of study including deferred payments liability of the company, 
(/v) Fixed Deposits If the company has received fixed deposits from 
public. It should be seen that Reserve Dank of India directives on 
deposits for Non-Fimncinl Companies issued on January 1, 1972, arc 
complied with Lending bank should not advance funds for repay¬ 
ment of deposits received from public or from directors, their fncnds 
and relatives 

3 Set worth It is the amount as represented by the total assets after 
deducting therefrom the total liabilities to outsiders This is also called 
'Proprietors' Funds' or 'Owners' Finds' and includes share capital, rescncs and 
surpluses ‘Net Worth’ is not a liability in real sense, because it is not to be 
paid dunnr life time of a company It is Ihcr.forc termed as a’Notional 
Liability’ or a ‘Permanent Liability*, the word ‘Tangible Net Worth* Is a 
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rurtlier refineaient of ‘Net Worth* as it includes only tangible assets, and 
intangible assets arc not (aKen into acooont ‘Tangible Net Worth’ provides 
a cushion to the creditors in case of discontinuance of the business 

(t) Share Capilal It’s the mam part of the'owners’funds’ A banker 
IS concerned with the paid up capital of the borrower It should be 
suhlcient according to the needs of the business A banker should 
not lend to an undercapitalised concern It is generally accepted 
that the capital base of a company should rotate 10 to 12 times m a 
}ear as reOccted in sales turn over 

(ii) itwnfj S. Surpluses Reserses may be ‘Resenue Reserves’and 
Capital Reser\cs‘ ReMtuie reserves are such reserves which are 
created from annual trading profits of a company Revenue Reserves 
may further be classified into Free Reserves’ and Specific Reserves’ 
General Reserve, Development Rebate Reserve, and Dividend 
Equalisation Reserve arc examples of Revenue Reserves* When 
profits arise out of sale of assets at higher prices or book values of 
assets arc raised substantially, ‘Capital Reserves* come into exislcnrc 
Surpluses arc profits and distributed m the from of dividend- The 
banker should ensure that a subsianiiaJ part of profits is ploughed 
back in the business throu^ reserves and surpluses 


ASSETS 

‘Assets' are the other important part of a liafance sheet and represeot the 
resources or properties created from business funds and/or obtained from 
liabilities ‘Assets’ prove an important cover to creditors and lending bankers 
The balance sheet of a sole trader or a partnership Drni does not show 
personal unencumbered assets of (be sole trader or partners but on account of 
the unlimited liability of the sole propnetor and partners, these should be 
included in the balance sheet from the bankers’ point of view 

1 Current Assets ‘Current Assets’ determine going solvency of a 
business concern usually dunng a year These arc also called as ‘Liquid 
Asset’ because they are easily convertible into cash Another name given to 
theve assets is 'Circutaliog Assets’ because they get converted into cash, 
resulting again into stocks, book debts, and then converted again in cash and 
thus the operating cycle goes on dunng the penod of every 12 months In a 
balance sheet analysis, current assets are recorded in the order of their 
liquidity, namely cash, bills receivable, sundry debtors, stock in trade and 
investments, etc , are shown one aflcr another ‘Current Assets’ show the 
working capital needs ofthe business and help a banker decide about the 
mode of financing and working capital limits for the borrower 

(c) Cash It includes 'Cash in hand’ and 'Cash at Bank’ held m 
difi'erenL accounts of the borrower This is the most liquid part 
of assets and investment of funds into slocks, debtors, etc, flows 
therefrom Managcmcnl of cash resources should be an efficient 
one Keeping large cash balances might be an unproductive and 
wasteful thing Small cash balances may hinder the day to-day 
functioning of the business Bankers should find out the consistency 
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oi cish balances looking lo the requirements of the business Norms 
of safety, profitability and liquidity should have been followed by 
the concern Banker should also be aware against the window 
dressing of good cash position by witholdmg payments to creditors 
or showing quick recovery from debtors Cash set aside for specific 
purposes such as repayment of term loans should not be treated 
under this head but should be included under miscellaneous assets 
Bankers are mainly concerned with the cash raising capacity and 
debt repayment capacity of the borrower 

(6) Afarkciablc /mcstntenls Investments made in the securities easily 
marketable and having short milurity dates are treated as current 
assets Investments which are not encashable within a period of 
one year arc not shown here Concerns which have idle surplus 
funds for some time think it proper to invest it profitably in market 
able securities Funds held as reserve or provisions made out of 
profits for specific purposes arc also invested m such securities 
Insestments made in quoted shares Government Promissory Notes 
and other Semi Covcrnmcnl Securities arc considered as ‘marketable* 
but investments made in the subsidiary company and afTiliaies may 
not be marketable and hcncc arc not shown here Surplus cash funds 
may also be invested m fited deposits of short m^'tontics The banker 
should ascertain the market value of securities and also the liability 
for uncalled portion of the partly paid shares In brief, a judicious 
investment policy for utilisation of idle resources by the borrowing 
company should be a favourable point for the lending banker 

(e) Book debts and Sills RcccnahUs Book debts arise out of credit 
sales by a busmess The banker should scrutinise whether all the 
book debts outstanding for not more than ISO days are easily 
realisable Book debts should not be unduly large as compared to 
total credit sales during the year The period of credit allowed 
should not be too long as compared to the usual period of credit 
prevalent in similar business or trade Dvbtors fully secured and 
debtors considered good should be calculated Di.bis due from 
companies under the same management should also be disclosed 
Adequate provisions for bad and doubtful debts should also be a 
point of enquiry for the lending banker 
Bills Receivables arise from debtors who accept bills drawn on 
them This IS a healthy sign of financial discipline self imposed by 
the debtors through acceplinccs The lending banker should know 
(he maturity dates and amounts of sarious bills and the credibility 
of each party according acceptances on such bills Farly maturity 
and chances of rediscounting of such bills arc the faclon which 
shall prompt a hanker to lake favourable decision in regard lo the 
limits for loans. 

(</) In\cnlor\ or Stock ! t tra.k Slock in trade forms a substantial pan 
of the current asseti in most concerns but it is not as liquid or 
saleable as cash Of investments and hence It IS not included in the 
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calculation of ‘Quick Ratio’ The \alualion of imentory is generally 
made cither on the cost pncc or market price whiche\er is loner 
Although the banker has to depend on the valuation made by the 
borrowing concern itself, it should be aware against the possibilities 
of manipubtinn in \n)v3tion either by inOaling or deflating the 
figures 

Inventories may consist of ran materials, work-in progress, 
Consumble stores and spares and finished goods The volume of 
each of these constituents should be justified by the prevailing 
circumstances in the same business Undue accumulation of any of 
these should warn the lending bank to take adequate safeguards 
The banker should also calculate stock turnover ratio and compare 
It with that of other concerns in similar business 

2 FijzetJ Assets Assets which are employed m the business/or a Joeg 
term use are called ‘Fivcd A*s“is*. ‘Bocked Assets’ or Capital Assets’ In 
case of mines and quarnes these assets are called ‘Wasting Assets* Fined 
assets arc a necessits m a business concern because these help maintain 
productivity and profitability These are not meant for safe m short periods 
and therefore they are treated as non liquid. A major part of fixed assets is 
of tangible nature and includes lands and buildin<»s, plant and machioeiy, 
fixtures and fittings and so on 

Long term advances are always granted on Ihe mortcage of fixed assets 

TTie lending banker should find out original cost, additions and deductions 

during Ihe year, and accumulated depreciaiios to dale. A margin of 50 per 
cent over the residual value of the fixed assets should be kept and maiaUiaed 
As far as possible, assets should be unencumbered and prop-rlj insured 

3 Afiscelh'jeous Assets All asscb, which are excluded from the head 
‘Current Assets* because of longer tune taken for iheir conversion into cash 
are termed as'Miscellaneous Assets* or ‘Non-current Assets* Thus, book 
debts outstanding for more than ISO days, unquoted investments, loans 
and advances to employees, officers and directors, deferred charges, invest 
ments la subsidiaries etc arc kuiown as •Non*ciirrent Assets’ Hie lending 
banker should make proper check about the liquidity of such Non-current 
Assets and, if tilt position iv round to be satisfactory, they may be included 
m the securities for loans 

-t IntaJipbtf Assets Assets which do not represent any material or 
physicxvl properties, are called ‘Intanpblc Assets’ In other w ords, assets, 
which are not tangible are termed as‘Fictitious Assets’ Although they are 
nonphysical but still they have long period of usefulness in the business 
Goodwill, patcnls, Iraderaarls,desigus,copyrights, etc, are such intangible 
assets, which have practical utility for the business and do not come to au 
end for a considemblv long lime or till the liquidation of the unit On the 
other hand, ‘preliminary for formation) expenses’, deferred revenue expen 
diiure, development expenses and losses earned forward arc intangible assets, 
which appear in the balance sbeetlill they are wnlten off completely from the 
profits of the Company For the anuVvst banker, the second port of mtansiblc 
assets should not appear in the balance sheet and the entire intangible assets 
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should rot be greater than the tangible part The banker should also 
ascertain ‘Net Worth’ by deducting intangible assets from the owners’ funds 

2 INCOME STATEMENT 

Financial Slatemcnfs or final accounts of a company also include ‘In 
come Statement’ prepared for a given period usually a jear Income Stale* 
ment consists of ManufacturiTig Account, Trading Account and Profit and 
Loss Account and its Appropriation Account Since these accounts re\eal 
working results of company fora year they are also called ‘Result Statements’ 
In a credit analysis the Income Statement is simultaneously examined with 
the Balance Sheet inasmuch as the former gives the working results and the 
litter depicts the financial position of the concern Income Statements for 3 
to 4 consecutive years should be studied as they present historical data and 
dissection of the past, present and anticipated profits makes the banker auare 
of business operations and the profitability of the company concerned 

(0 Afanu/aeliiring Account Concerns which arc enpaped in the activity 
of converting raw matenais into finished poods have to prepare a 
‘Manufacturing Account* This shows cost of raw materials, trans 
portation, fuel, power. labour, and wear and tear of maehniery used 
m manufacturing operations The analyst banker should study the 
proportions of different costs to total manufacturing cost and 
ifompare It with that of other Similar concerns If the concern has 
a high cost structure it will have less compatihiliiy in the market 
and hence the lending binler should think twice before advancing 
money to such a company 

(If) Trading Account Trading concerns which buy goods for resale and 
are not engaged in manufacturing business have to prepare a ‘Trad 
ing Account* Trading Account shows gross profit or gross loss of 
trading for the period under review Concerns engaged in manu¬ 
facturing business have also to prepare a 'Trading Account’ and the 
goods transferred from f?clory to the showroom or shop for sale 
will be shown as‘slocks received’as against‘purchases’ by a non 
manufacturing company Besides purchases, it includes wages, 
carnage inwards and all other direct costs A banker is concerned 
with the Items such as gross profit, cost of goods sold net sales and 
‘gross margin' The binker should be aware against the over¬ 
statement of figures Net sales is the ley figure in the Income Slate 
ment because calculation of turnover of inventory, turnover of net 
working capital, and turnover of tangible ncl/worlh have to depend 
on this very figure A binker should also compare gross profit and 
expense ratio and look into the reasons for its comparative variations 
(in) I’rofil and Loss Aeeounr While a Trading Account is concerned 
with the purchase or production of gooji. the Profit and Loss 
Account IS concerned with the distribution of poods It shows net 
profit or net loss TIic Pro**! and Loss Account is the mam pan 
ofincome Statc-ent' and is identified by other names such as 
Statement of Income and I xpenses*. Statement of Operations, or 
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‘Statement ofEanHnss’ 

Before am\jn£ at ibc figure of‘act profit’, the 'operauog profit* 
should be calculated For this purpose, operating expenses like selling 
expenses, administratne expenses, general expenses, and other miscella¬ 
neous expensesshould be deducted from the ‘gross maig:m’ A sngilant 
banker should prefer a lots expenses ratio and ishereser high rents, 
trat ellmg expenses or an> other expenses appear, the banker should 
question them The final figure of ‘Net Profit’ or 'Net Loss’ is 
obtained b\ including non-operating incomes, say, from laiestmeols, 
land and buildings or sale of assets and by deducting non-operating 
expenses (interest, royalties, rents, taxes, losses from sale of assets, 
etc) from operating profit* The banker should carefully note the 

sudden spurt in profit, if any. and should enquire into the reasons 
therefor 

(n) Profit end Lars Appropriation Aecoiint This shows how the net 
profit of a company has been appropriated Generally net profit 
is utilised for payment of corporate taxes, proposed dividends, and 
transfers to resenes. the balance is taken to the Balance SheeL The 
banker should see the quaotuiD of retained profits in the business 
Heav*y drawals of earnings is not a fas curable point 

3 CASH FLOW STATFMENT 

The cash fiow technique tells US about the inflow and cotflOR of cash 
resources of a going concern within a period of time It also speaks about 
the‘level of storage’Or cash posJiiOD of the coo«rn A banker is greatly 
concerned with the liquidity position and management of cash of the borrow¬ 
ing company 

Although cash forms a small part of current assets m the Balance Sheet 
yet its dynamic nature and proper Bow (circulation of cash) has to betaken 
note of by the lending banker 

Cash Flow Statements should be followed by ‘Cash BuJgeis' or 'Cash 
Flo-n Estimates' for the years during which the loan has to be utilised. IkTierc 
term advances are to be given, cash flow niimates for the next threc/four 
years help the bank infixing repayment schedules for the borromng company 
because it cannot pay higher than the possibility of cash accruals. Ihus, for a 
term loan of fiv e y ears, ‘cash flow estimates* for the coming fiv c y ears may be 
called for Ouhfion estimatesiboalA be rozapared with the cashJioirJiate- 
menis The banker should adopt a watchful strategy by checking the pace of 
the progress of the project at every stage and where short falls occurs, the 
banker should suggest corrective measures to the borrower The study of 
cashflow estimates cannot be complete Unless a ‘Debt Service Coverage 
Katio’ IS not worked out in the following way • 

Net Profit (after tax) 

Debt Service _ -4-Interest on long term debts-j-Depreciatjon 

Coverage Ratio—debts and deferred payments 
4 -Interest payable thereon 
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This helps to know the adequacy of cash flow of the borrowing firm for 
meeting out the debt obligations to the lending bank This is also useful in 
fixing (he repayment schedules and imposing certain restrictions on the 
utilisation of funds so that the project is realistically made viable 

4 FUND FLOW STATtMCm- 

This IS a report on financial operations of a company between the dates 
of two consecutive balance sheets In the words of Roy A Folke,‘A state¬ 
ment of sources and application of fund is a technical device designed to 
highlight the changes in the financial conditions of a business enterprise 
between two dates ’ However this does not undermine the importance of 
Balance Sheet or Income Statement and Cash Flow Statements The Fund 
Flow Statement performs quite a dilTerent function It speaks about the 
movement of funds m and out of the business during a certain period The 
term ‘Fund’ is not used here in the narrow sense of ‘Cash* or ‘Working 
capital' In fact it refiects resources of all sorts whether they elTect cash and 
svorking cipiial or not It can be an important tool of analysis for the credit 
granting institutions like banks and it furnishes such information which is 
not obtiinable from other sources Funds Flow Statements for a few previous 
years will provide the following valuable information 

(a) Mode of fimncing m the past 

(b) Causes of variations in the net current assets and net incomes 

(c) Dividends policy pursued by the enterprise 
(tl) Timely repajment of debts 

(e) Mode of financing ilic rise in net working capital 
(/) Utilisation of sale proceeds of fixed assets 
(g) Method and quantum of ploughing back of profits 
The Funds Flow Statement has two sides representing the following 
Items 

souRcrs or tunds 

A business enterpnse may acquire funds from the following sources 

1 Contribution of additional capital 

2 Increase m liabilities 

3 rarnmg profits 

4 Decrease in assets 

Arri.irAiio*i oi ruNiis 

Funds may be cmplojcd for the following purposes • 

1 Acquiring new as%cts increasing assets 

2 Decrease m liabilities 
a Incurring losses 

4 ithdrawal of profils'capilil 
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In short, Ihc po'ihon maj be «uinmanscd by tbe following chart : 

BALANCE SHEET 



Liabibtscs 

Assets 


Increase -f 

I Decrease 4 

Uses 

necrease 4 

Increase | 


The lending banVer should mole a comparatne study of the Fund Flow 
Stateznerts tovcnng se>era! iears pas! and future and ohsene whether there 
IS any wTong flow OT funds into unwanted areas A Fund Flow Siatetaeni for 
the comins'ears tc'cal ihc requirements of funds that mas have to be 
raised m addition to the rormai Con or tbe surplus that mas be available in 
pajment of the bank loans • 

Howeser, this Statement should not be used in i<ol3tion from other 
Caaneial statements mentioned earlier to this chapter because this iS to 
Eopplemeot and not to supplant the Balance Sheet and the Income Statement 
etc The analj St banker should be able to draw reliable does, repardiogthe 
future fiusncia] requirements of tbe borrowing coorera 

5 OTOFR STATTStP^TE 

Other statements which throw licht cn the financial condition of the 
borrowing company, should also be included b> the lending back m the 
process of credit appraisal Jtidtrorx Reports for all the jears for which 
Balance Sheets and Profit and Loss Accounts have been studied should 
be eauinined and if the auditors have gives some qualifying remarks on 
valuation cf assets, provisions for depreciation, bad debts etc., tbe banker 
should study their impact on the credit needs of the conyianv concerned 
In addition to this, the Directors Reports for reeeol sears maj also 
indicate future plans for moderoisation, resovatioa or expansion of plant 
entailing an additional outlay of capital for which the company may have 
approached the banker for ieeSjog term finance The banker should take note 
of the changes, if any, recently effected ra the Board of Direcfon and find out 
whether this has given cSlcicDt maoagenieot to the companj Tbe reports 
on the standing technical skiHs and tbe directors may also be helpful m 
deciding credit limits by the banker Chairman sSpeechts ton also be a soums 
of know mg the company's past pcrfonnance and future plans 


* Considering the importance of fotsre statemeots. the Tsodoa Coaotiixee has 
recomiafndcd to obtain jeaily as weB as qaarterly funds flow swittoenls tro® the 
bonower 
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ADVANCES TO PRIORITY SECTORS 


The traditional functioning of Indian banks continued till the late sixties 
which not only hindered our developmental activities envisaged m the Plans 
but also created regional imbalances caused concentration of economic 
wealth and was responsible for aggravating several ills in the social structure 
of the country Indian bankers had neglected for a long tune some of the 
very important economic 'cctors of the country such os agriculture, small 
scale and cottage industries, smalt traders exporters rural artisans and self 
employed persons The flow of bank credit was mostly directed towards 
large scale industries expansion of bank branches was urban oriented and 
profit making was tiie mam motive of banks The deposit mobilisation was slow 
and a large part of bank credit was being misutiliscd either in bi/iIJmg op of 
excess inventories or in makinj inter<omp3ny mvestmenis Growth oriented 
and basic industries did not secure an adequate support of banks I inanee 
for the priority sectors did not gel the desired consideration from banken 
In the post Independence decade there was a public demand for total 
nationalisation of banking in (he country so that It could be freed from the 
age old approach of (he capitalistic mode offunciioning which was unwhole* 
some to the Indian economy As such, the bankers* neglect and apathy 
towards priority sectors or weaker sections of the society had to be removed 
by some drastic action on the part of (he Central Government. 

RCASONS OF DAKKFRS’ APATHY TOWARDS NCOLtCTCD SECTORS 

The most neglected and weaker sections of the society were not attracting 
bank finance for the following reasons 

(1) OU concept of seaml} The bankers adhered to the traditional 
concept of security and granted loans only to such Customers who offered 
sufTicicnt tangible security to cover the loan Banking sector s heavy 
reliance on this concept resulted in neglecting such customers, who did not 
have any tangible assets to offer as security 

(2) Ulucrac) of torroy^ers fn most cases the fanners, small business 
men and village ailisans were illiterate and therefore were unable to under¬ 
stand the rules and procedures of operating loan accounts with banks This 
kept them all aloof from the benefits of the banking services 

(3) La'k of proper accounting system Borrowers such as smallbusiness 
men and cottage industrialists did not maintain proper account books and 
were therefore unable to furnish mformation required by (he banks finar.cing 
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their proposals This resulted into straight anay rejection of their proposals 
for loans by commercial Hants 

(4) UiWTsawsed business operations Persons erpaged in retail and 
small business were not properly organised Banters did not have any source 
of knowing about the creditworthiness and repaying capacity of these 
businessmen Even pledging of goods or hypothecation ofstocks did not 
attract bankers’ reJiabiJify because of lack of proper storage or warebousiag 
facilities 

(5) Branch erpansio/i concentrated to urban centres onl) Commcraal 
banks’branches were opened m urban centres only which kept away the 
rural masses from availing of banking facilities The mam consideration for 
branch expansion was growing profitability and a quick increase in the 
number of accounts within short periods which was only possible in the 
urban centres 

(6) Vncerlaint} m c^rimlture entd rural cmploMuent Although agriculture 
has been the mam pursuit in India farmers and landowners could not avail 
of bank finance because of the inherent uncertainty in agnculfural operations 
which are proverbially 'a gamble m rains’ It either suffered due to heavy 
rains or droughts in four years within a five jcar'Cyclc kforeover, the 
employment situation in mofussil areas almost throughout the year rcinaincd 
quite uncertain The rural massc% remained unemployed or underemployed 
for almost 8 months in a year which did not allow produ-tivily of the loan 
and afTecied the repajingcapaciiy of (be faorrotters 

(7) Absence o^eoneessiona\ rate of interest Lending bankers funetioned 
for profits and, therefore, charged high rates of interest on leans to the 
borrowers fmrge business houses and big industnalivts could afford to pay 
this rate of interest but persons belonging to weaker sections such as villafc 

artisans and poor agriculturists could not afford to pay high interest There 
was no provision for loans at concessional rales to the weaker sections 
Neither the government nor the Reserve Bank prepared any scheme of conces¬ 
sional finance to the rcnnomicilly weaker or barlnard people of the society 
There was also no provision of ‘refinance’ to comineicial banks lor their 
lendings 

(S) Absence of guarantee schrmesfor hyans to small borrowers Till late 
1950s there was no provision for the guarantee of recovery of loans from the 
weaker sections It vias only in July 1960 that the ‘Credit Guarantee 
Organisation’ came into cmslence for guaranteeing loans to small scale 
industries and later on in January 1971 its shape and scope was changed by 
establishing the Credit Guarantee Corporation of India Ltd This Corporation 
extends guarantees to banks for sanctioning loans to transport operators, 
traders, and agricultuiists and a host of other borrowers 

ADVENT OI- NEW CO^CI;P^S IN LENDING BY INDIAN BANTt 

The introduction of Five Year Plans for national development brought 
vast socioeconomic changes and also efleefed the coruplexioo and fabnc of 
our banking system The taking over of tbe Impenal Bank of India and 
re dinstcning it as State Bank of India m 1955 and later associating with il 8 



AdToncts to Prhrlly SecUrt 485 
Other commercial banks functioning in the erstwhile princely Slates gave a 

new impetus to the banking sector and a systematic branch expansion pro¬ 
gramme was implemented by the Stale Bank group Attempts were also 
made to divert credit from trade to industry and other priority sectors and 
to prevent its use for speculative purposes or for building up of excessive 
inventories The imposition of social control on banks m 1968 aimed at 
reducing the influence of private interests over banks by professionalising 
their managements The nationalisation of 14 major commercial banks on 

19lh July 1969 further changed the ownership and policy orientation of these 
banks More recently, in April 1980. nationalisation of another 6 banks has 
widened the net of public sector banks, to nearly 91 per cent of the total 
banking business in India Now the banking policies have been completely 
geared to (i) reduction of regional economic disparities, (II) creation of 
employment opportunities, (in) diffusion of entrepreneurship, (o') promotion 
of economic development of backward areas, and (v) avoidance of duplication 
of efforts by public and private sector banks The effect of transformation 
m the banking policies has now divetlcd the supply of credit to hitherto 
neglected sectors such as small scale industries, agriculture, small business, 
retail trade, professionals, transport operators, students and rural artisans 
etc The concepts of bank lending especially to pnonly or neglected sectors 
have now been changed entirely in the following way 

1 Promoting social objecuics The commernal banks have now been 
attuned to promote social objectives rather than to act solely as a profit 
earning unit Now the lending banks feci that to advance money to customers 
belonging to neglected sectors of the society is their social obligation 

2 Pfoductivc employment of bank funds The traditional view that the 
banker IS merely a repository of savings of the community has given place 
to a more positive concept that the banker owes a paramount duty to the 
people to employ their funds in productive schemes 

3 Change m the norms of demanding scainiy Tlic traditional norm 
of demanding security against the bank loan has been changed altogether 
Although the principle of safety of funds IS still adhered to by banks but 
that IS now more related with the productivity of the loan rather than the 
demanding of tangible security from borrowers, especially of priority and 
neglected sectors vvho always lack such assets to offtr as security and which 
was the mam reason in the past for their having been neglected by the bank¬ 
ing sector The lending banker secures safety of loans m the following way 

(0 Charge not dispensed with altogether The relaxation in the 
norm of security does not mean that banks have altogether 
dispensed with the charge on the borrower s tangible assets As far 
as possible bankers try to create a charge if the borrower conocmed 
IS having tangible assets Where the borrower (of priority or 
neglected sector) docs not have any tangible asset to offer as security, 
the loan proposal is not given up at once but the borrower s ability 
to make use of funds and his capacity and willingness to repay the 
loan become the bases of granting the loan Loan so granted 
although unsecured on the face depends on the persomi secuniy of 
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the borrower and guarantee, where available, of a third party 
00 Charge on the acquired assets Baciers prefer to create Iheir eba^e 
on the assets acquired by the loanee rather than a charge on his 
existing assets 

(in') Economic of the project The borrorver has to satisfy his 

banker about the econoinic viability of the project for which he is 
taking the loan Technical feasibility of the proposal and mana 
genal competance of the proposer are the mam determinants of the 
economic viability 

(ii) Follow up measures b\ banks Much depends upon the follow up 
measures taken by the baukci concerned m ensuring that a particular 
loan IS being spent spwtally for the purpose for which it was taken. 

4 H’idespread institutional guarantee atrer an loans The lending 
bankers can share Ibeir risks with Ibe Deposit Insurance &. Credit Guarantee 
Corporation of India Ltd Refinance can also be obtained when reed be from 
the Reserve Bank of India Agnculture Finance Corportion Ltd m 
advancing loans to the pnonty or neglected sectore This has made easy the 
flow of credit to the weaker sections of the society loo 

5 Concesstond wierest rates cborgeable on certain hans Under the 
Scheme of Differential Interest Rate, discussed later in this cbapier, the State 

Bank Croup and the nationalised banks are required lo grant Joans at the 
concessional rates of interest, via, 4% per annum, to scheduled castes, vcbedul 
ed tribes, physically handicapped people, students and orphans etc 

6 Flexible attitude of ^kers The lending banker is now trained and 
taught to decide cases relating to loans ic the oeglecled sectors with a 
symphatbetic and flexible attitude and not with the strictness and rigidity 
followed in the yesler jears with this categorj of borrowers In mostoflhc 
cases, discretion of branch managers in sanaioning loans speedily i$ empbastv 
ed by the top management 

TYPES OF PRIORITY SECTOR ADVANCES 

Priority sector advances can be classified into the follownng categones 
However, this classification is not ngid and all such advances can be 
included in it if in the opinion of the Ccatral Government and tie 
Reserve Bank these were hitherto neglected by the banking sector or such 
advances have to be given a priority treatment according to the framework ns 
envisaged in the Five Year Plans of the country 

1 Agncullural Advances 

2 Advances to Small Sector and Transport Operators 

3 Advances to Retail Trade and Small Business 

4 Advances to Professional and Sclfcmploycd Persons 

5 Educational Advances 

6 Advances to Exporters 

We shall discuss these advances separately Here we give some salient features 
ofthe following scbeTDceovenng guarantee business sod differenlial interest 
rates 
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(1) The Credit Guarantee Corporation of India’j Small Loans Guarantee 
Scheme 

(2) Credit Guarantee Scheme for Small Scale Industries 

(3) DifTcrential Interest Rate Scheme 

TtJE CREDIT GUARANTEE CORTORATION OP 
INDIA’S SMALL LOANS GUARANTEE SCHEME, 1971 

The Credit Guaranlec Corporation of India was registered on J4th 
January 1971 under the Companies Act, 1956 It was promoted by the 
Reserve Rank of India with an authorised capital of Rs 10 crores of which 
Rs 2 crores was paid up capital The Corporation formulated the Credit 
Guarantee Corporation of India (Small Loans) Guarantee Scheme, 1971 and 
brought It into operation from Jst April 1971 The Corporation was taken 
over by the Deposit Insunncc Corporation with effect from 15th July 1978 
and the Corporation renamed Deposit Insur'ince A Credit Guarantee Corpora* 
tion (DICGC) The SThent features of this scheme are as follows : 

1 C/igiithty o/ Oanks AH the scheduled commercial banks and 
Regional Rural Ranks are eligible to participate in the scheme without any 
jormal application m this regtrd but the participating bank has to execute an 
agreement undertaking to report the advances covered by the blanket guaran 
tee, to conduct the guaranteed advances according to the relevant rules 
prescribed by the banks, to segregate registers, documents and other records 
pertaining to the guaranteed accounts and to undertake certain other obliga 
tions m rclatton to the Corporation including submission of quarterly slate* 
mcnls and allowing a test check of the guaranteed advances to the external 
auditors of the Corporation 

2 S'atun of the cater TfteCbrporationgc/aMnteesetwysorfof/fftan 
cial assistance including a loan, an advance or an overdraft, any cash credit 
facility, any term credit, any bills purchased and discounted, any letter of credit 
or acceptance credit and so on 

3 Extent of the co\cr The Corporation covers 75 per cent of the 
amounts which are bad or doubtful of recovery and remaining 25 per cent arc 
borne by the lending bank itself 

4 Guarantee fees The participant bank shall pay guarantee fee of \y^ 
on the amounts outsi'inding on account of credit eligible for guarantees 

5 Type of citstomcrs atailing credit Credit facilities granted by schc 
dulcd commercial banks to individual transport operators, individuals, firms 
and cooperative soviclics trading in fcrtiliscn and goods other than fertilisers, 
professional and self employed persons. iRdivKluals ond finns owning business 
enferpnscs, fatmeri engaged w cuJiivalion and allied agricultural operations, 
landless agricultural labourers, persons taking consumption loans or loans 
for the purehase or construction of houses or tenements for dwelling purposes, 
approved fair price shops, consumer cooperative stores and super barars arc 
guaranteed The Corporation has fixed its maximum liability m case of 
each typeof custorncf availing hank credii and has also specified the maximum 
amounts covered under each category of the borrowers 

6 GwdeUnes for partlcipaung lankers Ax far as possible, the parficipai* 
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ing bacicrs should follow the ur>dermeolioned guidelines m case of the credits 
made asailable under the guarantee co\er of the Corporation • 

(/) The lending banher should satisfy itself about the integrity of the 
borrower and genuineness of his requirements 
(/i) The purpose of loan should be productnc and socially useful and its 
utilisation should gise fairreturo so that the loan could be easily 
repaid 

(ill) The lending banher should, as far as possible, demand seconty of 
goods or other tarcibk assets, if asailable, or a life insurance policy 
or a guarantee of third party or a group guaratilcc 
(ii) AVTiere no security is available, unsecured loans may be granted but 
if the borrower subsequently becomes able to furnish any security 
partly or wholly, the banler should try to obtain such sccuntj 
against the loan granted by him 

(i) The banter should obtain a charge on the goods or assets created 
out of the loan 

(u) The banter should see that the loan is properly used for the purpose 
for which It IS tateo 

The above guidelines for lending banters contain noihiaa nc« Asa 
matter of routine, banters have to follow these norms in case of everv credit 
granted to the customer Thus the banter has to do notbrng extra for availing 
of the guarantee facility of the Corporation 

PERFOMUSCE OF THE SSIALL LOAN GUARANTEE SCHEME 

The Deposit Insurance and Credit Guarantee Corporaiion has fared well 
since Its inception The amount of credit facilities guaranteed by the Corpora 
tion sharply rose from Rs 13 75 nores al the end of June 1971 to Rs 632 42 
crores in June 1975 and funher to Rs 3735 JO crores m June 19S1 The 
number of participating commercial bants has nsen from 65 tn June 1971 to 
75 commercial banks in June 19S2. 94 out of 121 Regional Rural Banks were 
also participating in this Scheme The Tnaxiuium credits availing guarantee, 
63 T pci ccift o5 tilt txitai, belonged to the fanners ani (amt/iiiit 

mg to Rs 1,19524 crores at the end of June. 1982) For the first iiine the 
Corporation paid 2,775 claims for an aggregate amount ofRs 0 93 crores in 
1971 Since then there has been rapid increase in the inflow of claims 
Dunng the first 6 months of 19S2, the Corporation paid Rs 6 crores against 
41,108 claims The total claims disposed of smee the inception of the 
Corporation’s guarantee schemes iqito June 19B2 numbered 2,15,591 mvobing 
Rs 38 crores With the pronounced increase in the claims paid, the Coipora* 
tion IS devoting particular attention to venfication of claim paid accounts 
and recovery of the amounts due from the borrowers concerned ft realised a 
sum ofRs 27 crores during 1981 

CREDIT GUARANTEE SCHEME FOR SMALL SCALE IKDDSTRIES 

The Government of India introduced this scheme of guarantee in July 
I960 The Reserve Bank of India bad been entrusted the responsibility to 
administer the scheme as an agent of the Central Government The R^ene 
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PROGRrSSOF TI!!; SMALL LOAN GUARANTrP SCHI MC 


Itcmi 


At on l3«i r foJay of June 

(incrofe<) _ 

W1 J97J 19SI 1982 


1 rarmerj and AgnculluriJiJ JJJ 426 M 

2. Tranjporl Operators J6t 77 15 

3 Retail Traders 2 0J 70 77 

4 ProrcssionatandSeiremproyed 

persons 1(M 3444 

5 Business Enterprises 147 DW 

6 Residual category of borrowers uader 

Dilfercntial Interest Scheme — 4 02 


2267 6 3(W1 6 

477 5 7313 

359 ■> 5118 

165 7 199 I 

J50 1 209 7 

(6 6 126 2 


13 75 632 42 3546 2 48191 


Dnnk, which had been designated as Credit Cuiranlce Orginisation’, 
provided guarantee to fending banks and other institutions for any possible 
loss of credits provided to the borrowing small scale industries Trom April 1, 
1981, the Deposit Insurance and Credit Guarantee Corporation has been 
entrusted this work in place of Government of Indn’s Credit Guarantee 
Schutne for SSIS The new scheme is now termed is SmtII Loans (Small Scale 
Industries) Guarantee Scheme, 1981 The salient fuaiurcs of this scheme ore 
os follows 

(1) riisibiUiy of iem/ing /n«/fi»rio«j Under Clause 2 fc) of ihe scheme, 
all the scheduled commercial banks, all State I mancial Corporations, Slate 
nnd Central Cooperative Ilanks. Primary Urban Cooperative Ranks, Regional 
Rural Banks, and State Industrial Devebpment Corporations are eligible to 
avail the scheme The participation in the Scheme is, honever voluntary 

(2) Definition of the Small Scale Inth/stt} Any Industrial unit whose 
investment in its plant and machinery docs oot exceed Rs 20 Ijcs, houU Iw 
ttcated as a small scale industry 

(3) Scope of the Schimr Credit facihiics given to small scilc industries 
in the field of ( 1 ) manufacture, (if) processing (i») preservation of goods, 
(i») mining or quarrying, (v) ancillary industrial units, and (if) custom 
service units arc covered by the scheme During 1975-76, the scheme was 
further extended to covet (f) advances to laboratories providing analylical 
and testing services to industnal units, (iR advances for setting up gobar gas 
plants, other than for agricultural purposes, and (m) advances to Agro-Service 


Centres etc 

(4) Nature of Ad\anees Almost all types of advances gnntcd to small 
scale industries arc covered by this scheme TTiis may incfude working capital 
advances, term loans, letters of crediL deferred payments, acceptance credits 
Of any other type of accommodation Ifowcver. advances covered by any 
olhcr schemi do not quildy for goaniiilce undtr th.t scheme 

The Scheme of Guatanlec or Ihe credit CieiWiei elloncd to jmell scale 
mdustt.et his been matin!; tcmerlableproEms since ns inccri.on end has 
made adsnnees to the smill injiislnal ittiiti m Ihe |.r,orily sector more east 
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Tlie amount of the guarantees outstanding as at the end of March 1961 nas 
Rs 175crorcs This rose to Rs 79097 crorcs in 1970-7J (June end), 
Rs 1,726 crores in 1974-75 and Rs 2,994 82 ctoies »n 1978-79 The 
accounts reported under defauJl numbered 1799 in 1970 71 and rose to 
33630 in 1978-79. the relative amounts being Rs 5 89 crorcs and 
Rs 160 54 crores respectively Since the inception of the scheme, upto the 
end of March 1979, claims numbering 4553 for an aggregate amount of 
Rs 4 9 crores vicre paid to the credit mstitntions 

Till the end of June 1983, 339 credit institotjoas comprising 71 commer 
ciat banks, 88 regional rural banks, 160 coopcratite banks, IS Stale 
Financial Corporations and 5 State Development Agencies had joined ibc 
new Mhcme by executing the prescribed agreements and paving the nccessmy 
guarantee fees 



ACHultStWENTSUMDER CKE SCHEME 

(lO ernres) 

As at the end of 
June 

Aroount of 
Cuataniees 
outicanding 

Tot»\ of 
advances under 
default 

Amount of clznai 
paid on account 
ofinviicalioo of 
cusrsofrer 
(Cuoulstive) 


Ks 

R$ 

Rs 

1971 

79097 

8 45 


1975 

1.72600 

4101 

1 28 

1973 

ZS26 36 

125 73 

3 33 

1979 

2,994 tl 

160 54 

527 

1981 

3716 40 

NA 

M A 

1982 

3909 00 

NA. 

NA 

1983 

4 291 SO 

N A 

490 


SCHEME OF ALIVA^CES UNDER DIFFEREFTTIAL INTEREST RATES 

The borrowers of low income groups belonging to priority or neglected 
sectors have been allowed bank credits at concessional interest rales through 
this Scheme The question of altovMHg differential interest rates to certain 
borrowers was examined for the first time by the 'Committee on Differential 
loteresl Rales' under the chairmanship of Dr RK Hazari in Septembe 
1970 The Committee submitted its report ill May 1971 recoimnetiding an 
objective and practicable critcnon for identification of the borrowers to be 
given the advantage of interest differential Accordingly, the Government of 
India announced the ‘Scheme of Differential Interest Rates on 25th Ma'ch 
1972 Since then this scheme has been operating on a wider and ever growing 
scale Its salient features arc ' 

(1) Rale of interest and area if operation A concessional rate of interest 
at 4 pet cent has to be charged on the loans given to weaker sections of the 
community Initially the scheme was confined to 163 lodusinally backward 
districts but now it has been made applicable to the entire country m all 
distncts 
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(2) Idcntijicalion of the ^orroners Horrowers for the concessional rate of 
interest shall be identified from among the persons of the following categories: 

(i) Scheduled tribes, scheduled castes and persons who arc themsehes 
engaged on a very modest scale in agriculture, cottage and rural 
industries and in vocstions tn the urban areas such as cutting cloth 
and sewing garments etc 

(ii) Indigent stud(.ms going m for higher education 
(///) Physically handicapped penons pumuing gainful occupation 
(fi-) Orphanages and women’s homes where sihiWc goods arc made and 
for which no adequate or dependahfc source of finance exists 

(3) Z:/igihiho of the borrowers The borrowLr should satisfy the follow¬ 
ing criteria in order to avail of loan under the scheme 

(/) He should have really no tangible security to offtr 
(i/J He cannot produce a sccunty/guaramcc of a well to do party 
(iif) Persons who work largely on their own and with the help of family 
members or partners and who do not employ paid employees on a 
regular basis 

(h) He IS prepared to work hard 

(v) With the bank assistance, he has potential to dcselop the productive 
endeavour into an economically viable unit wiihm a small period of 
say three years 

(i/) He confines his borrowings to one fmancnl msinuiion 
No documentary evidence i$ necessary m support of the above norms of 
the eligibility The firanch Official will satisfy himself by making local 
enquiries m this regard 

(4) Terms anJ eondtims/or credits While granting credits the lending 
banker has to follow the folJowmg terms and conditions 

(i) Credits shall be ahowed to only such individuals whose income does 
not exceed Rs 2,000 in rural areas and R$ 3,000 m urban areas or 
scmi-utban areas 

(ji) The ceiling for working caoitalloans to any single borrower shall 
be Rs 1,500 and for term loans Rs 5,000 
(ill) Each loan wdl be covered by the CKisting credit guarantee schemes 
but the guarantee fee will be paid by the banks and not charged to 
the borrowers 

(h) Though security w not a precondition Cor the loan, the bank could 
ask for the secunity when the borrower starts making a surplus in 
his enterprise 

(f) The margin requirements should be waived 

(5) Jusirucf'ons toparlicipatJ/ts ivvils. The scheme was confined to 
the public sector banks only m the beginning (1972) but subsequently (since 
May 1977) the private sector banks were also permitted to operate the scheme 
on a voluntary basis No* this scheme has to be followed compulsorily by 
all the commercial banks The instructions issued given by the Rescn-c Bank 
for the operation of the scheme are 

(/) Banks are required to lend under this scheme minimum 1*; of their 

acenrgate advances as at the tad of the previous year 
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{ii) In order to ensure that the weaker sections in the rural areas dense 
maximum benefits under the scheme, operating banks are required 
to route through their rural and semi urban branches not less than 
two-thirds of their total adsances 

(inJ To enable persons belonging to the scheduled castes and scheduled 
tnbes to obtain their share of benefits under the scheme, at least 40 
per cent of the eligible credit under the DIR scheme is required to be 
gtsen to eligible borrowers under these categories 
(n) Banks may route credits under the Scheme through cooperate e 
socielies/LAMPS organised specifically for the b"neCls of the tnbal 
population in areas identified b> the Gos ernment of India 
li) A formal obligation has been placed on the prnatc sector banks 
(since December 1978) to implement the scheme and achieic a targe! 
of 1 per cent of their aggregate adsaoces The smaller banks hasing 
deposits of less than Rs 25croresarc howeser required to lend at 
least 1% of the aggregate adsances under the scheme * 


PROGRESS OF LENDlbO UNDER THE D L R. SCHEME 


At at the end of March 

N umber of AccoooU 
(Labhs) 

Balance outstandisg 
(Rs. in Crorw) 

1974 

26 

1085 

W5 

33 

1423 

197fi 

S3 

24 58 

1977 

111 

5210 

1978 

14^ 

7124 

1979 

17 6 

103 17 

1980 

251 

194 00 

1951 (December 31) 

2925 

258.00 


s Goveranient of India has appointed in Febniaty 1983 a worfing group to review 
tbs DIR Scbeine 
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ADVANCES TO 
NEGLECTED SECTORS 


In the post nationalisition era commercial banks have been striving their 
best to provide much needed finance to vulnerable pockets of the priority 
sector The norms of security and margins have now been relaxed and 
productivity or economic vtabihly of the project is the sole criterion for 
financing by banks The functioning of Deposit Insurance and Credit Cuaran 
tec Corporation has further paved the way for banks to male advances 
to the economically weaker sections of the society We shall discuss here 
the some types of advances 

(1) Advances to small scale mdustries 

(2) Advances to retail traders and small businessmen 

(3) Advances to professional and self employed persons 

(4) Advances to transport operators 

(5) Educational advances 

(6) Advances for residential houses or tenements 

(7) Advances for consumption needs 

I ADVANCES TO SMALL SCALE INDUSTRIES 

All such industrial units which have an initial investment not exceeding 
Rs 20 lakhs in plant and machinery arc considered as small scale industries 
The number of persons employed by these units could be a pan of the defini 
lion as provided in the Factory Act but it is not a material point for financing 
of the unit by banks Much progress has been made by commercial banks m 
giving advances to needy small scale industries The State Dank Croup has 
played a pioneering role in this respect The Small Loans Guarantee Scheme 
of the Credit Guarantee Corporaiionorindia and the Government of India 
Credit Guarantee Scheme for smill scale industries have helped a lot in mak* 
mg bank credit av-ailable on easy terms and conditions to small scale indusinal 
units The special features of bank advances to small scale units are 

(1) Commercial banks give short term loans m most cases and medium 
term loans in special cases where the Slate Financial Corporations arc not 
involved in the job of financing small scale units 

(2) Pre shipment or post shipment credit facilities are also made av-ail 
able to exporting small scale indusinal units 
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(3) Banl.s are more interested in helping the >oung uriemplojcd enter* 
preneurs to start a small scale industry svith the help of banj. finance 

(4) Banks help the small scaleindostnahsts in any form say, by prodding 
working capital mstalment/lenn loan credits, letter of credit, acceptance credit 
and loan guarantees 

(5) The requirements of margin by banks are now made flexible and 
emphasis is given to the economic viability of each scheme 

(6) Banks also do not insist on collateral security from each borrower 

(7) An easy repayment schedule is prepared by the lending bank keep¬ 
ing in view the actual cash accruals of the borrowing unit 

(8) Banks rely on an effective follovv up with the borrowing concern 
for repayment of loans 

(9) WTiile giving advnrces, small industrial units in backward areas also 

attract attention of the lending banker The RBI has prescribed the maximum 
lending rales effective April 1 1933 for advances to small scale industrial 

sector as is clear from the following table * 


CEtLING RATES OF INTEREST 


Category of 
the borrower 

Nature of 

Advance 

Maximam rale of interest 
to becbsrged p a. 
efieeiive April) 19S3 

Arlitact Village and 
Cottage industries 

Composite term loans upto 

Ra 2SOOO 

10% 10 speciQed baekmid dis 

UICIS 

12% IQ other areas 

Tiny sector 

(o) \VorLiog Capital Limils 
upto and locinsive 
Rs 2 laths 



{b) Oxer Rs 2 laths aad 
upto Rs 2S lakhs 

15 5% 

Other small scale 
industries 

Term loans above Rs 25 
lakhs 

18% 


Sate Incase of a(l\3nces covered by ibe DifferemialRates orinlwestScTieme the rale 

would continue to be 4% p a 

II ADVANCES TO RETAIL TRADERS AND SMALL BUSINESSMEN 

Retail traders being persons of small resources and often need bank 
finance on easy terms A pnonty sector treatment has been meted out to 
them in the post bank nationalisation era Such borrowers fall m two 
categones, viz , 

(a) Retail traders m fertilisers mineral oils 

(b) Other retail traders 

The lending banker should take the following precautions in making advances 
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to borrowers of these categories 

1 ConstUuHon Any indivjdiial or a group of individuaJs, but not a 
company or a firm or a registered cooperative society 

2 EUgibifUy Any borrower falling in category (A) should not have 
annua! sales turnover of more than Rs lOhlhs TTie borrowers m category 
(B) should not have an annua! sales turnover of more than Rs 4 lakhs 

3 Purpose of loan Advances may be granted for U) purchasing or 
repairing or renovating of the tools and equipment, (1/) for acquiring or 
repairing the business premises and (III) for working capital requirements 

4 Security Loan may be alJosved against stock in trade or book debts 
or bills receivables The statement of stock m trade must be obtained regu 
larly from the borrower and an adequate margin should be maintained by 
prescribing a drawing power 

5 Other terms anil comtilions In case of Retail traders in fertilisers or 
Mineral oils (I) he should have been properly appointed as an authorised 
selling or distributing agent for fertilisers or mineral oils (//) the slocks must 
have been properly packed labelled and stored so as to prevent them from 
any damages, (hr) securities pledged or hypothecated must be free from any 
prior encumbrances and (/r) m case the trader >s an individual, the maximum 
period of credit granted by him should not have exceeded 5 months and m 
case of a co operative society, it should not be more than 6 months 

Where the borrower is i retail trader lo category (D) the lending banker 
should have a careful uaieh o>cr the total sales turnover of the retail trader 
It should not exceed the limit of Rs 4 lakhs 

6 Guarantee cater The lending banker should obtain a guarantee 
cover from the DICGC which covers 75% of or Rs 50 000 whichever is less 
m the second category of the average insured debt 

III ADVANCES TO PROFESSIONALS AND 
SCLr-EhfPLOVED PERSONS 

Bank advances to professionals and self employed persons generate 
employment potential in the country and hence attract a priority treatment 
under the norms of lending set by the Reserve Bank The following points 
are worth noting while granting advances !o this class of borrowers 

1 riigiNlil} Any individual or a firm of individual partners who or 
everyone of whom IS trained m any art or craft md holds cither a degree or 
diploma or is considered by the credit instituiion to be technically qualified 
or skilled in his line and is rendering professional services is eligible fur bank 
advances Thus, medical practitioners chartered accountants lawyers 
engineers, contractors, management consultants and other self employed 
persons can seek bank finance 

2 Purpose of ereJil Loans may be given to professionals and self 
cmplojcd persons for (/) acquiring or repairing the business premMev for or 
of the borrower, iit) purchasing the necessary tools and equipment (mcloding 
vehicles if required and actually used for professional purposes) or for repair 
mg or renovating the cxwting equipment,and (ifij workirg capital requirement! 
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The interest rates for credit provided to profe'sionals and <elf emplojces 
belonging to «chcduled castes and scheduled tribes would be 14% for short 
term advances and 13 5% for term loans (cDectne July 1, 1983) 

3 Ceiling limits The amount ofloau sanctioned by banks should not 
exceed the following limits (i) for doclois owning and establishing a nursing 
home or clinic Rs 1 lakh, (ii) for construction contractors including con 
tractors who build or repair roads or surface Rs 1 lakh, ini) for engineering 
consultants—Rs ^0 000. (n) for architects—Rs 50,000, (i) for all others 
(chartered accountants cncineers, suncyors, management consultants, feacheis 
conducting an educational institution or publishing text books or reference 
books job t>pists watch gramophone repairers xnechames, welden, doll 
makers, shoe shine bo>s, plumbers cobblers, etc)—Rs 20G00 

4 Iiuitrance rarer The banker should seek insurance cover from the 
Deposit Insurance S. Credit Guarantee Corporation which provides guarantee 
cover for 75% of the average insured debt or Rs 50,000 whichever is less 

Other prccaniiom 

(') Persons who are self employed and engaged in providing services, 
which call for speaal skills and expcnence, are eligible for bank 
credit Thus, the borrower should hold o degree or diploma in the 
particular discipline or should be considered by the credit msfitudon 
to be qualified or skilled in his line, e g , a tax consultant, who does 
not hold a degree or diploma, an engineering firm run b> a person 
who 18 not a qualified engineer, and a nursing home or clinic run bv 
n person, who ts not a qualified medical praeiioner and a non pro¬ 
fessional person running an educaticioal institution or circus etc, 

may also be considered eligible for batik credit, if the circumstances 

so permit 

(/i) Professionals or technicians, who are in Ibc whole time or part time 
employment of anv company or inslilution and who also conduct 
professional practice on their own on a part lime basis are also 
eligible for bank credit 

(ill) Where the borrower is a partnership firm, the individual partners, 
who constitute the firm, should ordinanly be technically qualified or 
skilled in the same profession or should have identity of interests, 
c g . Specialists in ear, nose, throat, eye, and heart ailments, may join 
together for running a polyclinic ora firm of management consultants 
or a publicity firm could have partners skilled rn differcut branches 
but persons skilled in different professions, e g , a chartered accoun¬ 
tant and a doctor cannot jom together for running a clinic or firm 
of management consultants 

(n) Credit facilities can be granted more than once to a partnership firm 
of doctors for setting up a number of clinics or nursing homes but 
the amount sanctiaued should not cumulatively exceed Rs 1 lakh 
and the professional work at the clinics or nursing homes should be 
personally attended by the partners themselves and the firm should 
not be engaging other doctors 

(v) Radiologists and doctors installing ECG equipment etc. will be 
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covered under the Credit Guarantee Scheme for smalt scale industries 
Ifowcvcr if a medical practitioner runs a clinic or a nursing home in 
which there are also facilities for X ray, ECG etc, credit may be 
granted to him under the scheme of self employed or professionals 

(v/) Self employed persons should be classified in the various categories 
according to the nature of their activities eg, an owner driver 
operating a taxi and a paan bidi vendor, although self employed 
should be classified under Transport Operators’ and ‘Traders in 
goods other than fi.riiliscrs or mineral oils’ respectively and not 
under ‘professional and self employed persons' 

IV ADVANCES TO TRANSPORT OPERATORS 

Bvnks have been limneing vinous needs of transport operators on an 
increasing scilc Advances to people engaged in transport especially road 
vehicles lus gillicrcd national importance since the introduction of the Prime 
Minister s 20 Point Prognmme Banks should note the following points m 
giving advances to transport operators 

(1) Cli<;ihilil} Any individual or any association of not more than SIX 
persons owning and operating one vehicle for carrying passengers or goods 
for hire arc cli^ibk for advances under tins head 

(3) Purpose of iiihnna The bank advance may be given for any one 
of the following purposes 

(i) For purchase of one new or second hand vehicle including a rikshaw 
(manually pulled or otherwise), cart boat, barge steamer, launeh, 
taxi tnick and mini bus 

(i/) for repairs or renovation of the vehide including body building and 
replacement of parts 

(/(/) For meeting working capital requirements 

(3) liiiurr The overall ceiling limit of Rs I 5 lakh inclusive of 
taxes insurance and registration charges at the lime of purchase is applicable 
in case of each advance 

(4) Driiiiis o/tcliiclf Where on individual is seeking loan, the vehicle 
should be owner driven Driving of vehicle should be his mam occupation 
and not a subsidiary one If a partnership firm or other group of p*rsons is 
seeking loin ill the mcnibcis should be qualified and licensed drivers and 
engaged in the job IS their mam occupilion Employment of driver other 
ihin Ihcloincc miy be allowed m r«.iiatn ciTCumstanCCS 

(5) Pcri^lcfaJtanCt Advance miy be rcpijablc within a period of 5 
to 7 years 

(6) Ciiaranice co>cr The Deposit Insurance and Credit Guarantee 
Corpondon provuUs puarinlcc for 75;« of the amount of loan sanctioned 

(7j S<ri;r//i The vihuk purchived out of the bank finance should be 
hypothecated to the lending bank and a notice to this effect should be 
disphyed conspicuously by painting or otherwise 3\herc the advance 
IS not covered by the DICGC guarantee, some collateral security in the form 
of suitable third parly guarantee or mortgage of some tangible asset or 
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property should be obtained 

(8) Genera} 

0) The Jending mstiiutioo’s interest in the vehicle should be recorded 
on the registration certificate and iq the comprehensive motor 
sehicle insurance policy 

(/<) The vehicle should be lept lo good condition and taxes and dues 
thereon be paid regularly 

(ill) Where a borrower owns or intends to own more than one ^ehIcle, 
he shall be eligible for advance only as a ‘business enterprise* 

(ii) Animals such as camels and ponies can be cos ered under the scheme 
if they are used for carrying passengers or goods on hire, but onij 
purchase of one animal should be financed 

0) If a vehicle is jointly owned by a group or association of persons, 
the namesofthejointonoersmay be got recorded m the registration 
certificate 

f9) Inspccuon of^ehlc}e The bank official should inspect the vehicle at 
periodical intervals m order to ensure that it is in good condition and js 
being put to proper use 

(10) Jieco\er) If the advance is not volonlanly paid by the boironer 
or guarantor, recovery proceedings have to be instituted, banks should tahe 
possession of and sell the security hypothecated As per recent dinctiYes 
from the Government of India, the RTOs have to insist oa a‘No over^due 
certificate’or *No objection certificate* from the financial institution (nhere 
the Bank’s hen is noted in Registraiioo Certificate Books) before renewing 
the rond permit 


V EDUCATIONAL ADVANCES 

Expansion of educational faalifies is an essential ingredieot foe the 
development of the country as a whole Higher education basso farremaiced 
a pmilege of the few well lo do people Students from poor families have 
generally been unable to continue educatioo to the univenity level Amajonty 
of parents with meagre income resources and hving at a subsistence fevef tUC 
not able to educate their children properly It is indeed unfortunate that some 
most bndiant, intelligent and interested young men are deprived higher 
education only because of lack of funds fo public interest services of commer¬ 
cial banks are now being utilised in providing fioaoce to needy and indigent 
students 

The foIlavviRg precautions should be taken by the lending bankers 

(I) Selection of borrov-ers Credit assistance should be considered only 

for students with requisite intriiigence and brilliance whose parents'income 
is so meagre that they cannot meet the educaliocal expenditure of their wards 
It IS highly desirable for banks to ensure that students selected for financial 
assistance arc brilliant, intelligent, hardworking and well disciplined and 
their past academic record is excellent Preference should be given to students, 
who have obtained ranks and positions in the past Suitable enqumes should 
be made to ascertain the regular income of the parents of the student 
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concerned The branch manager should satisfy himself from available records 
and other sources that if the credit assistance is not given, the concerned 
parents won't be able to send their ward for further studies and the education 
opportunities to such students would be denied Where the student is 
eligible for any scholarship, such amount should be taken into account before 
sanctioning the loan 

(2) Purpose of loan Certainly there cannot be any other purpose of 
hnancing the student than helping him in carrying out his studies successfully 
The purpose of loans to the student community can be identified into the 
following categories 

(a) Purchase of books, apparatus etc 

(b) Providing cloth including uniforms to the students at cheaper rates 

(c) Securing hostel accommodation which may include charges for 
hostel, boarding and lodging and other requirements to satisfy the 
minimum needs of decent stay 

(d) Meeting library fees, sports fees, examination fees, and fees for edu* 
cational tours, etc 

(e) Providing essential commodities to student hostels run by student 
CO operatives, religious endowments, voluntary service agencies etc. 

(3) Qimtum of loan For most of the aforesaid purposes the amount 
needed by the student is certain nnd can be easily verified from ’the concerned 
educational institutions, guiding professors and hostel authorities Once the 
total amount needed for an accepted academic period is arrived at. that part 
of the amount which could be given by the parents, and the quantum of 
eligible scholarships, prizes, etc should be taken into consideration while 
deciding the quantum of the loan Banks should assure the applicant, student 
to enhance the limit, where warranted by genuine circumstances, at a later 
date 

(4) Disbursement In case of students, disbursement is as delicate and 
complex issue as the sanctioning of loan itself Under no circumstances the 
loan amount should be paid to the student or his/her parents directly Dis* 
bursement must be m kind to satisfy (he needs of the students Disburse¬ 
ments should be over a period of time depending on the periodicity of the 
payment of various fees, purchase of books and apparatus and for hostel 
accommodation Care should be taken to see that no prepayments of fees, 
etc, arc made and all payments should be made directly to the hostel 
authorities, educational institutions, book dealers, etc . by banks 

(5) Sccunt} Normally, these loans are secured only by pronoles and 
third party guarantees wherever available In case of minor students, their 
parenls/guardianv should execute the papers for and on behalf of their wards 
Provision should be made in the loan agreement that as soon as the 
borrower is employed, he will authonsc hii employer to re^iularly repay the 
agreed amount to the bank from out of hit salary Where he will be self 
employed or engage himself m his own business, he should undertake to 
repay the loan in instalments as stipulated Additional security need not be 
insisted However, when ofTcred, il should be accepted The account should 
be covered under DICGC Scheme for safeguarding against the possible los*ci 
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usually for a period of3 jears 

(6) Interest to he charged Since these advances fall m the prionly 
sector, interest may be charged at 4 per cent per annum under the DIR 

Scheme and charging of compound interest may be avoided until repajmeat 

commences 

(7) Folht^ tip Maintenance of proper records and necessary follow up 

are a must for these loans Tlie progress rqsort of each student financed 
should be obtained periodically and recorded by the bank in a separate 
special diary, winch should reveal the career of the student concerned 
Whenever any deviation is found, prop^ advjcc should be given to the 
studentand his/her parents The Branch Manager should develop a personal 
touch with the studi.nt to have clear follow up and enquiries should be made 
from the educational institutions, hostel authorities or parents about his 
habits, bchavicur arrbitions and attainments etc 

(8) liepaMuci’ofloan Loans to students are given generall> on a 
long term basis hecau«e the fruits of education can be expected coming up 
only after the student financed by the bank receives gainful emplojmcnt The 
repayment schedule should take into account the study period, period for 
searching a job and hts other domestic obligations The repajment schedule 
should be quile flexible according to the capacity of the borrower 

VI, ADVANCES FOR HOUSES AND TENEMENTS 

The activity of construction of houses has been atlracling financial assis 
tsnee in this countr} from ibc institutions such as the Housing and Urban 
Development Corporation (HUDCO) Sla'e Housing Boards, Life Insurance 
Corporation UTTs and various co operative sec eties The involvement of 
commercial banks in housing finance was largely confined to their imestnicnt 
in bonds and debentures of HUDCO, Slate Housing Boards, and direct loans 
mainly to Iheir employees In order to solve the rapidly increasmg housing 
problem for the poor and backward persons, expectations have been made 
from the banking sector to parlic^nalc in the task of financing construction of 
houses and tenements The Working Group on Housing Finance constituted 
by the Reserve Bank in January 1977 submitted its report in January 1978 
after having made an indepth study of the role of the banking system in 
providing finance for housing schemes The Reserve Bank accepted most of 
the recommendations of the Working Croup and issued necessary instructions 
to scheduled commercial bank on this account* ft was visualised by the 
Reserve Bank that the banking system would provide funds of the order of 
Rs 75 crores per annum under the category of’housing finance’constituting 
approximately 0 5 per cent of total advances oF all scheduled coniinercial 
barks The adequacy or otherwise of this proposition shall be reviewed from 
time to lime The Reserve Bank’s instructions include the follow mg 

1 Tipe of herrovers Direct finance may be provided to the housing 
prcijccis for the benefit of scheduled castes and scheduled tribes economically 

1 Reserve Tlanl s Circular Idler DBOD No CAS DC 71/C 446 (IlF P)-79 dalrtl 
May 31, 1979 
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weaker sections, low income groups and middle income groups 

2 Eligible rii'poics The building constructions eligible to be financed 
by banks are 

(0 Residential houses to be constructed by public housing agencies like 
HUDCO, Housing Boards, Local bodies, individuals, cooperatisc 
societies or employers 

(li) Educational, health social, cultural, or other inslitutions/centres, 
which are part of a housing project and which are necessary for the 
development of settlements or loivnships 
(ill) Shopping completes markets and such other centres catering to the 
day to day needs of the residents of the housing colonies and forming 
part of a bousing project 

(iv) Constructions meant for improving the conditions m slum areas for 
which credit may be extended directly to the slum dwellers on the 
guarantee of the Government or indirectly through the State 
Governments 

(v) Credit may also be extended as part of‘housing finance* 

(fl) to the bodies constituted for undertaking repairs, 

(6) for tcpiirs Of additions undertaken by individuals cither singly 
or collectively, m buildings owned and occupied by themselves 

3 Margin and rate of interest The ‘housing finance’ made available by 
banks should not normally exceed 50 per cent of the total cost of the project 
and the rate ofinicrcst should be 12 percent p a with a rebate for regular 
pavnent of instalments However, for direct loans to scheduled castes and 
sch-duled tribes, economically weaker sections and low income groups banks 
xnay provide housing loans upto 80 per cent of the total cost The rate of 
interest on direct loans to scheduled castes and scheduled tribes will be at 4% 
provided the housing loan given to an individual docs not exceed Rs 2,500 

4 Scairlt) The security for the advincc should either be mortgage of 
the properties or government guarantee 

5 Repayment period The repayment penod should not be more than 
10 )cars 

6 Channelising through other agencies Commercial banks may consider 
chinnclising ‘housing finance’ through regiomkrural banks, village coopera 
lives and voluntary agencies Thus, while the advances may remain m the 
books of the banks, the services of the above institutions may be utilised for 
iJctmfjing suitable borrowers and for disburstmcivt and recovery of such 
advances 

7 CuaranteL carer The DICGC provides guarantee cover for direct 
finance for purchase or construction of dwelling houses or tenements upto 
Rs 5,000 or 75% of the average insured debt whichever is less 

VII ADVANCES FOR CONSUMrTJON NEEDS 

Persons of low income can also seek bank finance for their consumption 
needs In most ciscs such fsciltlics shouUlfonn an integral part of the credit 
grinteJ for their mam occupation The lending bank should take the follow- 
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mg precautions m making advances on tbis account: 

1. Selection of borrowers Anj itKliSidaal or any association of not 
more than sue persons is eligible for finance The annual income of a borroi'cr 
should not exceed Rs 2,000 per annum m rural areas and Rs 3,000 per 
annum in urban areas 

2 Purpose and guantwn of finance Banks may allon advances of the 
prescribed quantum for the following purposes for not exceeding 3 years. 

(c) Medical expenses Rs 250 peranmim 

(h) Educational expenses Rs 100 per annum 

(c) Expenses on marriage Rs 250 per annum 

(d) Expenses on funerals and births Rs 75 per annum 

(e) Expenses on other religious ceremonies Rs 75 per nnoum 

(/) Genera} consurspiten Rs 75 per annum 

3 Guarantee The DICGC presides guarantee cot er on such adstinces 
upto 905 b of tiic aserage insured debt 

A Rcpa}ment The lending bank should prepare a repayment schedule 
keeping in Mcn the repay log capacity of each borrower. 
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AGRICULTURAL ADVANCES 


Agriculture is the chief occupation in India and 70 per cent people 
depend for their livelihood on land cultivation Besides, the contribution 
of agriculture to the national income and export earnings is very 
conspicuous It IS however paradoxici] that agriculture in India is not 
n gainful industry Even the implementation of Six Five-Year Plans 
during the last more than three and a half decades of our political indepen 
dence, when we have been striving to be the makers of our own destiny, our 
agriculture has not yet been brought to the forefront on the world map 
Several factors are responsible for this Slate of affairs The Indian farmer is 
still a 'poor industrialist and a bad businessman’ He is illiterate and generally 
shy He hesitates to revolutionize his methods of cultivation This position 
has been further aggravated by the recurring droughts and flo^s and 
vagaries of nature During recent years, the government has launched a 
chain of schemes offering (he farmer improved implements, seeds, pesticides, 
fertilisers and host of other things but lack of credit faciliiies has hindered 
his way to progress He often looks to the village moneylender for his 
help, but the latter has alwa>$ proved a bloodsucker for him Although the 
cooperative societies have been operating m ibis country for about eight 
decades >et (he assistance to the farmer through such societies is still 
meagre Commercial banks m India started granting credit facilities to 
farmers as late as 1968 when the Scheme of Social Control was enforced on 
them The nationalisation of 14 major banks in July 1969 was another 
turning point for commercial banking in the field of agricultural finance 
During the pre Independence period and also during two decades of the 
post Independence period, commercial banks had completely neglected the 
agricultural sector In the post Independence period, these banks made 
vast expansion in (heir lending business but all that was to the benefit of big 
businessmen and industrialists Their branch network also expanded subs 
tantially but that was mainly urban oriented The rural areas remained a 
pariah for the commercial banks and so was the financing of agriculture 

FACTORS RrSPOS'SIDLE FOR COMVintaAL BANKS* APATIlr 
to AGRICULTURAL SECTOR 

The following factors arc responsible for the CJmmercta! banks'long 
drawn apathy to financing the acricultural sector 

(1) /1sri(ruliure not stfn as a galnfiil profvsithn In India, agrieulture 
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IS carried out as a‘gamble la rams* It is just a matter of fortune or god's 
pleasure for the Indian farmer that he gels a bumper crop in any one out of 
five-year cycle In most of the years agriculture dcceises him He is carrying 
out agriculture as a way of life and not as a cominerctal proposition Com 
mercial banks too did not find agriculture a profitable field for their 
mvestment 

(2) 'Land'' the only security The Indian farmer could ofTer nothing 
as security excepting the small piece of land with him Bankers did not 
consider land a suitable tangible security for several reasons 

(3) Incomplete anddefcctne land records The land records about the 
ownership of farmer were, and still are, either incomplete or defectt\e The 
Milage patwari either does not care to maintain up*to date land records of the 
ownership or he sometimes manipulates them to the wishes of a fe\s big and 
influential land holders (zamindars) of the village but to the detriment of 
small farmers Thus, the banker could not rely much upon the land records 
made available to him for security 

(4) Restrictne land Ians m the States The land laws prevailing m 
different Stales made transfer of land either impossible or a cumbersome 
affair These stood in the way of commercial banks extending credit to 
agricultural sector If any loan was given by creating charge on the land, 
the State laws did not take cognizance of such charge 

(5) Lack of bank branches in rural areas Urban oriented commercial 
banks hesitated in opening new branches in mofussil areas They never 
thought of mopping up rural savtogs and did not have proper machinery for 
sanctioning, servicing and recovery of agricultural advances 

(6) Absence of crop insurance scheme Uncertainty of agncuUural 
advances could have been reduced by the introduction oferop insurance 
scheme, but unfortunately such schemes arc still o distant dream Bankers 
could not make advances in the midst of uncertainly 

(7J Absence cf concessional lending Commercial banks always kept in 
the fore the aspect of ‘profitability’ while cliaiging interest rates on advances 
There was no encouragemeot to lending bankers, either on the part of the 
government or the Reserve Bank, tocompensate them the losses caused by 
concessional lending Since the fanner was not in a position to pay high 
interest rates, banks always diverted Ihcir attention and funds to business and 
mdusinal sectors 

C8) No bank nise respansibiUt} The apex institution, viz, the Reserve 
Bank of India, did not fix any bank wise responsibilities for fulfilling the 
credit needs of any area or specified villages in any area It was only after 
1969 that the concept of‘Lead Bank Scheme' was conceived aud implemented 


SCHEMES OF AGRICULTURAL FINANCE 
IN INDIA 

The Government cf India have, m the post Independence decades, 
continuously endeavoured to improve the fortunes of the Indian farmer by 
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providing him ngnculliiral rinince BcshIm co opcralnc: commercial banks* 
Jiavc been striving their bcsl to provide credit facilities to farmers with the 
support of two premier institutions namely the Agrieulliiral Refinance and 
Development Corporation (ARDC) (which liter merged m NABARD) and the 
Agricultural Finance Corporation (1968) The establishment of the Naltonal 
Bank for Agriculture and Runl Development (NABARD) in 1932 his further 
strengthened the financing of agriculture Social control of banks in 1968 
and nationalisation of major commercial banks in 1969 have given i tremen 
dous boost to the programme of commercial banks lending to farmers 
Banks provide two types of finance to agriculture vir Direct I in-ncc and* 
Indirect Finance’ Under the former, agncullunl credit is directly made 
available to the farmer by commercial banks and credit flows to tli- farmer 
from commercial banks vn cooperative societies under the latter IVcsently, 
agricultural finance is being provided through Ih- following schemes 

(1) Lead Bank Scheme 

(2) Village Adoption Programme (VAP) 

(3) Small Farmers Development Agencies (SFDA) 

(4) Marginal Farmers and Agricultural Labourers Development 
Agencies (MFLDA) 

(5) Large sized Adivasi Multipurpose Societies (LAMS) 

(6) Regional Rural Banks (RRBs) 

(7) District Credit Plans (DCPs) 

(8) Farmcfs’Service Societies (FSS) 

( 9 ) Primary Agricultural Credit Societies (PACS) 

Banks* advances to farmers can further be classified into two categories 
Short term loans and Medium term loans Short term loans or Crop 
Loans* arc usually given to farmers for a pvfiod not cacccding 15 months for 
purchase of agricultural inputs like seeds, feritlizers and pesticides Medium 
term loans arc given for a period of 15 months to 5 years for developing 
land creating irrigation facilities and purchasing tractors and other agricul 
tural equipments Over the years the amount of term loans sanctioned by 
the banks to agricultural sector has also increased continuously in the post 
nationalisation period 

BANKI:R*S rRCCAUTIOM IN SANCTIONING CHOP LOANS AND TCRM LOANS 

Financing of agncullurc is something different from the financing o. 
industry and trade It differs in the matter of approaching the borrower, 
security, follow up and realisation of the loan, the bankers have therefore, 
to caercise proper care right from the pre sanctioning stage to the loan to 
Its end use It is more a mailer of tact and sympithy r3th'*r than the technical 
expertise that has to be used by the loaning olliccr of the bank concerned A 
banker should lake the following precautions in sanctioning an agricultural 
loan to the farmer 

• The Reserve Bank of India has fixed a (srset of 40% of total cred i lo be e<tended 
to pnoniy sectors by the commercial banks (by the end of March I The suMirfei 
for direct f nance to agriculiure inctujmii •tl cd a IiviIkv it 13*. and that for »ealcr 
scctnnv is ICT. 
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(1) Evolution of appropriate strategy The lending banker should e\oIve 
his own strategy for making agricultural advances While doing this, the 
lessons of past as vsel! as the strategies adopted by fellow bankers and guide¬ 
lines given by the Reserve Rank of India should be kept in v^c\v The 
selection of compact and contiguous areas comprising a cluster of villages, 
formulation of suitable programmes of area development consisting of 
bankable schemes and extending need based credit to all economicallv viable 
farmers should be the major mgredienls of the lending straleg} In the ‘Area 
Approach'or Village Adoption Approach’, a village or cluster of villages 
should be selected after a detailed survey of the potential for development 
preferably vvhereco operative credit institutions have not made much head¬ 
way 

(2) Technical fcasibiliij of proposals It should be seen if the basic 
factors necessary for the implementation of the proposal area vailable or can 
be easily made available Technical feasibility may include availability of 
seeds, fertilisers, pesticides, imgaiiOD facilities, suilabdity of soil or wafer, 
availability of machinery and spare pans etc 

(3) Economic MObiht} or tncrememal income Hconomic viabilitv includes 
the cost benefit analysis of the scheme A scheme may be considered 
economically viable if it yields the maximum possible returns under the 
prevailing circumstances to redeem the aooual capital plus the increased 
annual cultivation expenses and a suitable margin of income for the fanner 
himself Tins IS also kooua as ‘locrcmental income* of the fanner due to 
financing of the proposal The cost benefit ratio should ot least be 1 lor 
bigber 

(4) Appomimcni of suitable staff The lending bank’s top management 
should decide about the posting of suitable staff m the operational area 
of each branch Generally one field officer and an assistant could serve an 
area within a radius of 10 kms One supervisor for dealing with 450 to 5D0 
borrowers may be suffic.ent loan area of mulliple cropping, two sets of 
oBicials may be posieb—oae for eialoalros and scrvltaistng tbc proposals 
and the other for effecting recoveries Branch agents should be given sufficient 
discretionary powers so that at least SO percent of the proposals are cleared 
without prior reference to the Head Office 

(5) Characicr, capacity andcrediinorihinessof borrowers The principle 
of three Cs should be tested on each borrower The honesty of the borrower, 
his managerial ability, trustworlhiness, creditworthiness, technical skill, 
experience and investment in the farm should be carefully assessed The 
following points should also be noted . 

(i) Present maintenance of the fann, fanning operations and crop pattern 

(ij) Borrower’s level of literate and technical knowhow. 

(ill) His willingness to accept technical guidance for farming operations 

(ii) Other fields of his interest and participation 

(i) Previous level of indebtedness, if any 

(6) Valuation of landed property The legal implications relating to the 
title of the farmer borrower to his properties should be thoroughly examined 
before taking a decision on the propose The valuation of property at the 
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pre development and post de^elopment periods should be assessed 'o that a 
‘margin’ on the advance could be maintained 

(7) Acceptance or relectwn of the proposal Having assessed the proposal 
to his satisfaction the lending banker should decide whether to accept or to 
reject the proposal If accepted, the bank s terms and conditions for the loan 
should be conveyed to the applicant farmer If the proposal has to be 
rejected, the banker should lake a courageous and tactical step to convince 
the farmer without hurting his personal feelings so tliat good public relations 
with all sections of the people are maintained 

(8) Security ami the margin In case of crop loans or loans to small 
farmers, maintenante of security and the margin may not be insisted upon 
Creation of charge on land and hypothecation of the crop would be a 
sufTicicnt security In case of medium term loans and crop loans to big farmers 
proper security should be obtained Maintenance of proper margin through 
out the currency of a term loan is a must 

(5) Cdih ami kind component of the loan When a crop loan or short 
term loan IS given to the borrower, cash and kind component should be 
fixed reasonably As far as possible, the bank should arrange to make direct 
payment to the suppliers of the ‘kind or inputs such es seeds, fertilisers or 
pesticides 

(10) Fixation of rcpa)ment schedules The bank should prepare repay 
ment schedules keeping in view the time of crop and probable date of tale of 
the produce The repayment schedule should be properly spread and the 
banker should endeavour to inculcate m the borrower the habit to make 
regular repayments this arrangement would be m mutual interests of the 
lender and the borrower Generally, 50 per cent of the gross value of the 
produce should be set apart for meeting all loan commitments of the borrower 
and 2/3rd of this 50 per cent should go in the repayment of the crop loan and 
the rest for the medium term loans, if any 

(11) Recoicr} of loans The norms of recovery should be fair and firm 
Recovery is made difficult either by crop failures due to natural calamities or 
by wilful default of the farmer or an undue interference by the political elite 
With the inc«asc in the coverage of small and marginal farmers, the problem 
of recovery is becoming more and more difficult The undernoted steps can 
be helpful in recovery of loans 

(I) Constant and regular penonal contact with the farmer by the bank's 
personnel 

(f/) Educating the,farmer regarding the importance of prompt repay* 
mcnl 

(hi) Introduction of incentive schemes for timely repayment and penalty 
for defaults 

(iv) Creation of moral fear through the eo-obligants 

(v) Assurance of future finance, if repayments arc regular 

(ii) Seeking coordination of allied institutions of agriculture such si 
marketing agencies 

(,i/) Rank s request to the Slate Gosemmenrs Revenue OTiccrs to assist 
the bank in recovering the dues. 
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Thus, agncufJura! fmancing has bccoine a nscessitj as x^eU as a soalal 
obligation for commercial banks Objecine scrutiny of proposals and 
technical guidance to firmers are important adjuncts to rational agricultural 
financing Added with tins is the close liaision between the bank officials 
and farmers which would help ssmhcsizingnationalised banking with millions 
of farmers hilberto neglected by commercjal banks 

ADVANCES FOR ALLIED FARM ACTIVITIES 

Commercial banks hn\c to protidc finance not only for agricultural oper 
ation but for other allied actiMties that hate direct bearinc on the income of 
farmers and development of the area where thc> live B'caust of the spcaal 
nature of ihe^c activuic' the banker has to take extra care in granting 
adv'anccs to farmers U c w ould like to narrate here the precautions to be taken 
by a lending banker in respect of the advances for the following activities 
Plantations and Horticulture 
Poultry Farming 
Fisbcncs 
Dairy Fanning 
Bee Keeping 

PLXKTATIONS AKD HORTICULTURE 

Plantations and horticulture play an important part m the economy of 
some of the Slates like Assam. West Beogdl, Jammu Kashmir, Himachal 
Pradesh, Uttar Pradesh, Madhja Pradesh, Andbra Prad«h, Karnataka and 
Tflinilnadu advancing money for these activities, the commercial 

banker should take the following precautions 

(1) Character, capacity and capital of tbe borrower should be enquired 
into Where the borrower IS a firm or a joint stock company, its balance 
sheets for the last 3 years should be demanded and studied 

(2) The banker should sec that the vaneties of the produce have ready 
saleability in the market Those having export potential should b; given 
preference 

(3) ^\^)erc the owner of the estate or orchard is a joint slock company, 
changes in the management, if any, should be noied carefully 

(4J Advances may be allowed on tbe hypothecation of the standing 
crops 

(5) %Yhere the crop prospects are not good, an equitable or legal 
mortgage of the entire estate or orehard should be obtained However, the 
banker should first know the whereabouts—area locaiioa and title etc of the 
property to be mortgaged A lawyer’s report should be obtained to know 
that no pnor encumbrances exist on such properties 

(6) If the advance is being made agaiust the hypothecation of tbe 
slandiDg crop, if should be properly insured, if possible 

(7) ^Vhere the advance is soucht for a new estate or a new orchard, the 
bank should obtaiiTa report about its economic viability from the experts of 
tbe Horticulture Department of the rancemed State or Tea, Coffee, or Rubber 
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Boards as the case may be 

(8) Adequate margin on the security should be maintained 

(9) Post sanction follow up is a must 

(10) Repayment schedules^ which should be reasonable, must be fixed in 
advance and adhered to accordingly 

POULTRY FARMING 

Post nationalisation period has witnessed commercial banks encouraging 
flow of credit to the development of this allied activity Desclopment of 
poultry farming is recommended for the following reasons 

(1) rt brings a si?cable income to the farmer 

(2) It makes asailable a nourished food like eggs, and poultry meat 

(3) It makes available country manure 

Although failure of certain schemes in the past had made lending banks 
apprehensive of their loans becoming bid but presently banks are showing 
increasing interest in financing economically viable poultry schemes The 
term ‘poultry’ may include domestic fowls such as chickens ducks geese 
guinea fowls pigeons and turkeys but in the common parlance it is considered 
synonymous to rearing of cocks and hens While making advances to ‘poultry 
farms’, the following precautions should be taken by the banker 

1 Sflceilon t>/areas The Icndiog bank should avoid regions of heavy 
rainfall Waterlogged and marshy areas are not suiiabl. for poultry pro 
duclion Banks should select villages m compact blocks nearer to veterinary 
hospitals and where market facilitivs for eggs and poultry meat are available 
The selected villages should be assured of electricity adequate water and con 
centraie feed and should be accessible by roads 

2 KnoMlc<kc an I expertenee a/borroMcrs Persons taking keen interest 
in poultry farming and suitably trained m the State Animal Husbandry 
Departments should be selected for bank finance farmers who have adequate 
experience and who are willing to pul in hard work should be considered as 
good borrowers 

3 Purpose pf loans Tlic purpose for vshtch n loan may be given should 
directly relate to poultry farming such as poultry equipment and sheds 
installation of pumpsets purchase of ri.ncing and transport equipment cons 
truction of overhead water tanks purchase of high quality clucks and feed 
and medicines for the chicks 

4 Frappr manaecincnt of hinh Ii should be ensumJ that ihe borrower 
does proper management of tl c birds Improper management leads to loss 
of birds and consequent failure of the scheme The management of birds 
includes the following 

(/) Keeping the birds in clean ind hygienic conditions 
(/() supplying them fresh and clean water, 

((/) vaccination of birds at prescribed intervals against th-diseases of 
Ranikhet Fowl Pox etc, and 

(i,) feed ng the birds with h gh quality balanced concentrate 

5 Ai Ji/jh//i/i of marketing ftcsIiUet Whatever be the success of poultry 
production J»ck of adequate markcl facilities may endanger the banks 
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finance It should be ensured that the collection, grading, preservation and 
marketing of eggs and birds is done either by the State Govt agencies or the 
farmers’ co operatise societies 

6 Lean fol/oM up The bank ofikaal concerned should visit the poultry 
house farm at frequent intervals to sec the progress of utilisation of the loan 
When necessary, he should also gi'c proper advice to the borrower on matters 
relating to the maintenance and efficient running of the poultry form 

The gist of all the above precautions lies in the fact that the Branch 
Manager should be acquainted with the technical aspects of poultry develop* 
ment, alternatively, he should have the assistance of a technically qualified 
Field Development Officer so that ihe utilisation of the loans disbursed by ihc 
bank concerned is kept under constant watch and review 

FISHERIES 

‘Fisheries’ or ‘Pisciculture* is one of the profitable allied activities which 
offers great scope for furilicr development It is an employment oriented 
activity With necessary training unemployed persons can make headway m 
fish fatming with the help of the State Government authorities and financial 
institutions Commercial banks can also help in bringing about a successful 
‘Blue Revolution’ Dinks have prepared a number of schemes for providing 
short term and long term credit to ihe persons engaged in this pursuit 

Bankers should take the following precauiions in granting advances for 
this allied activity 

] Seheuen of area ami borro»crs For financing the various projects 
of fisheries, the banker should first select areas m compact blocks with good 
potential of water and a required depth ihroiiglmut the )ear The banket 
should be aware of the types of fish available in different seasons, technical 
know-how, processing, preservation, storing and marketing facilities in the 
area which he is seleciing for providing the finance 

Persons having requisite knowledge offish forming and willing to pul in 
hard work should be selected as borrowers The inefficient, inexperienced 
and easy going persons should not be selected for bank finance otherwise Ihe 
scheme for loan would fail entirely 

2 Purpose of the loan The purpose of the borrower for seeking bank 
advance should be to increase the catching of fish or to develop an improved 
variety of fish production Dank finance may be provided for the develop¬ 
ment of marshy lands, raising of nurseries, stocking of ponds, renovation of 
tanks, desilting, purchase of boats, fish seeds, nets, fertilisers or feeds, for 
setting up processing units and cold storage plants and for buying vehicles for 
transport or for the construction of marketing stalls, godowns, etc 

3 Technical fcasibilit) and economic iiabiht) of schemes The bank 
staff should have an adequate knowledge about the tcchntcahltes of the fish 
farming so that processing of the loan proposals is possible quickly and 
efficiently The bank officials should know the ments and dements of each 
scheme The technical feasibility and economic viability of each scheme 
should be thoroughly studied to arrive at the exact financial requiremenls of 
Ihe borrower. 
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4 Provision of extension senicts The bank should pay greater atten¬ 
tion for the provision of extension services because finance alone cannot male 
any scheme successful and profitable The borrowers should also be provided 
technical support and proper training along with the fimncial assistance The 
bank should arrange this with the help of district level fsh farming agencies 
Specialised bank staff can also render great assistance m thi» respect 

5 Loan follow up The banker should see that the loan is being utilised 
properly It should be ensured that the loan amount is used only for the 
purpose for which It IS sanctioned and IS not diverted for any other purpose 
even if it relates to the same activity 

6 Fixins of repayment schedules The borrower usually requires a long 
time to repay the bank’s debt It will be m the interest of the bank to fix 
repayment schedules in advance so that the borrower is well aware of his 
liability and arranges for timely payment of each instalment 

DAIRY FARMING 

Jn rainftfd regions, sinaU farmers'economy revoUes largeiy around the 
livestock The National Commission on Agriculture has emphasised the need 
for dairy farming in increasing the farmers’income creating more and more 
employment poientnl and providing imlk which is the major source of protein 
in the diet of the Indian people At present dairy farming on modern lines has 
become a capital intensive enterprise and needs more finance than the usual 
dairying or crop enterprise which the farmers have been undertaking since 
long Indian farmers, who have small savings, cannot finance heavy invest¬ 
ments on dairy farming out of their own resources Commercial banks recently 
have come forward to advance short term and medium term credits for dairy 
farming The lending banker should weigh the following considerations while 
financing dairy projects 

1 Purpose of the loan Only such dairy units should be financed which 
aim at increasing the production of milk, firm income and emplojmcnl 

2 Selection of borrower Only such persons should be selected for 
financial assistance for dairy project who have adequate knowledge and ex¬ 
perience regarding scientific feeding and management practices m the dairy 
farming 

3 Estimate of firanclal requirements The banker should have precise 
estimates for the borrower’s requirements for fixed or working capital, or for 
short and medium term loans, for the dairy unit it proposes to fimnee 

4 Selection of site The climate of the area where a dairy farm is to 
be established should he suitable for the growth of dairy animals and produc 
tion of milk There should be organised marketing and the place of dairy 
farming should be well connected with marketing centres Availability of 
veterinary facihties is also an important requirement m this rcspcwl 

5 Economic Mo’lliti of iheproj.cl Tlic cost benefit for the proposed 
dairy unit should b<. worked out and the lorn should be disbursed only if it 
would generate suflicient net income after meeting all the costs and running 
expenses 

6 Margin anlsmini) The margin for loans to the hnJIess labourers 
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and marginal farmers is 15% and for all other fanners it is 25% The amount 
should be deposited viih the bank tqr the applicant borrower before the 
sanctioned loan is disbursed In addition to the group guarantee bj three or 
four persons and h>pothecation of Inestock acquired with the assistance of 
bank, mortgage of the farmer's land and sheds or building of dairy farm can 
be asked for hy the lending banker This will, however, has to be decided 
by the banker in each case 

7 hfedtccl ccrtifcale ard trsurance The banker should obtain a 
medical report on the milch animals that are to be purchased out of the funds 
lent Also the cows/bulTa'oes financed b> the banker should be properly ins¬ 
ured at the cost of the borrower 

8 Disbursement of hnns Each loan can be disbursed either ju a lump 
sum or in instalments Where a number of milcb animals arc to be purchas¬ 
ed, the disbursement should be preferably in instalments Each instalment 
should be disbursed after lenTying the utiiisalion of the prcuous loan. As 
far as possible the bank should make direct pasment to the supplier of the 
cattle financed 

9 Jiepo)ment plan A good rcpa\Tneiit plan is es'ential for the dairy 
farmer Farmers hiving good repaying capacity might be put to undue 
mcon\ enience due to derecti’, e repayment plans Repayment schedules, should 
be prepared according to the estimated income of the fanner Usufllly high 
repaying capacity occurs in the first sear of the scheme and lower repayme 
capacities in the succeeding years This fact should be considered in pfepanng 
the repayment schedules 

H) Loan foUoa vp Tlie lenduie banker sbonld be in constant touch 
with the famer during the post sanction period of the loan Proper utilisation 
of the loan should be the utmost concern of the bank 

In addition to the aboie the banker should keep in siew the interplay of 
soaal and economic factors influencing tbe fate ofthc project financed by him 
The lessons learnt from one project should be diffused to other similar situa 
tions to a> Old costly mistakes 

BEE KIEPING 

Bee keeping has not made much headway m India. It is hlUitcd to 
tribal areas only Commercial banks base now started giving finance for 
this allied activity The lending banker should take the follow ing precautions 
in advancing money to bee-keepers 

1 Area cf operation The banker should see that Cowering plants and 
trees arc available for providing nectar to bees in the area where the bank 
has to finance the scheme 

2 Selection of borroiser Tbe person requiring advance should have 
technical knowJEd"e ofbec keeping or where the borrower is an illileraie 
person, he should hate minifflum eapeneoce of 5 to 10 years of bee I eepiag 
Persons of scheduled tribes, who Iboii^ illiterate have bee-keeping as a 
family pursuit, may be considered suitable for financing by banks 

3 Economic uaSi/ilj of sc/ieniM The bank finance should generate 
additional income to be sufficient to meet usual costs of the project plus 
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normal profit plus instalments to repay the loan Where the norm of 
economic viability is overlooked, realisation of the principal amount and 
interest on the loan may become difficult soon after the project gets going. 

4 Afargin and seeurii) Where the bon’ower is an individual, a margin 
of 20 to 30 per cent should be retained but in case of firms and companies 
engaged m bee keeping the margin requirements may be relaxed to 10 to 20 
per cent Small and marginal farmers should be given special consider¬ 
ation and margins should be lowered Where the amount of advance is 
heavy, the security of some tangible assets should be demanded In other 
cases hypothecation of equipment may be sufficient 

5 Insuraitev facthnes The bank should also avail insurance faaUCtcs 
from the Deposit Insurance and Credit Guarantee Corporation over the 
credits for bee keeping 

6 Foil credit fodo\'-up After disbursement ofthe loan, the banker 
should conduct proper post credit follow up It should be ensured that bees of 
good breed are obtained by the borrower and all arrangements to protect them 
from disease and enemies are made Well handling of queen bees and timely 
collection of nectar arc also important factors The loan should be utilised 
strictly according to its purpose mentioned m the project 

7 Fifing of rr/’fljmrnr schedules Farmers of small means cannot 
repay loans in lump sums hence, fixation of repayment schedules is a must 
for the banker It should be m conformity with the incremental yield of the 
project so that the borrower does not feel any dilfieuliy m repayment ofthe 
loan 
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ADVANCES TO EXPORTERS 


The kcoTxn economist Bertil Ohlin* once 'aid that ‘international trade u 
onl> a special ca^e of intcrTcgionat trade*, but a banker may not agree vMlh 
this Met^ because the norms of ftoanciog internal trade are not applicable 
to the financing of international trade The crux of the problem of foreign 
trade is that the exponer does not like to part SMth his goods until be is paid 
for them and his counterpan, the importer, does not like to make pajmert 
before he receises the goods Internationa] trade nould not have been 
possible, as it is conducted at present, svithoof a financial intermediary like a 
banker It helps both the dominating and vulnerable panics to the transac¬ 
tion, the foreign seller and the foreign hujeror the esponer and the importer 
Bank finance to one party automatically becomes an aid to the other party in 
international trade Banks basing especially irained personnel and world¬ 
wide rein ork of branches and represemative offices can only dare enter the 
field of financing foreign trade Use of bills of exchange as an instrument 
nnd their preparation m selected foreign currencies haie made it a more 
technical and complicated job Some other factors too are responsible for 
the teclinicalily of foreign trade tnmsaciions The mohiplicily of currtnncs, 
instability of exchange rates, la'k of personal acquaintance between the 
exporter and importer, lack of uniformiiy in trade regulations and practices 
in different countries and lack of internatiotial liquidity, etc , make the v-hole 
gamut of foreign trade too technical 

So far, a few multinational banks bate pervaded in financing the foreign 
trade of most of ihe de\ eloping counines tixrluding India In recent yeare, 
some Indian commercial banks toobaie ventured in this field nnd are success¬ 
fully competing with these foreign pants in Irda and abroad as well The 
Goserwment of India attaches much importance to the export promotion 
dnsc because It helps increase the foreign exchange resources much Deeded 
for the successful implementation of the Five Year Plans It is for this reason 
that the financing of exports has been kept in the prionty sector in the post 
nationalisation era of Indian banking 

METHODS OF FIKANCING EXPORTS 

Indian commercial banks provide finance to exporters through pre 

* Ohhn, tiirrre^Kirtal/iiul Ta'erHOtwtatTfaS’ Hansard 1957, 
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shipment credit, post-shipment credit, collection of export bills, medium term 
loans and advances against export incentives 

1 pnr-sniPMENT credit 

When bank finance IS provided to an exporter at pre shipment stage of 
the deal with the importer, it is called ‘Pre shipment Credit’. Pre shipment 
credit is used by the exporter either m the procurement or collection of goods 
from various centres or in processing the goods and in packing them suitably 
This type of credit can be provided in two ways 

(/) Packing credit As the name suggests, utilisation of this credit 
occurs till the packing of the goods is not completed It » a short term credit 
and IS usually provided for a period not exceeding 180 days When the 
exporter submits an export bill to the lending banker for negotiation and 
forwarding It with all relative documents to the buyer's bank in a foreign 
country, the advance is automatically paid from the proceeds and adjusted 

Banker s precattiions (I) While sanctioning a‘packing credit'limit, the 
lending banker should study the contents of the ‘contract of sale' entered into 
by the exporter with the foreign buyer 

(2) The exporter should be asked to submit the ‘letter of credit’, if any, 
which he has received from the bankers of the foreign buyer 

(3) Advances should be granted on the basis of pledge or hypothecation 
of the goods to be exported 

(4) The lending banker should avail the'packing credit’ cover of the 
Lxport Credit and Guarantee Corporation (CCGCi and necessary formalities 
should be completed m this respect 

(ii) AniKipaior\ Letter of Credit Any letter of credit, which stipulates 
payment of a part of the credit to the cxporicf at the pre shipment stage, is 
called an ‘AiUicipilory Letter of Credit' This lantamounls to ‘Red Clause* 
or‘Green Clause'feller of Cftiit Th'banker makes advance payment to 
the exporter in anticipation that the latter will ship the goods and submit 
the relevant documents and bill of exchange to the former at a later date 

Banker’s Precautions ANhilc making advance payment, the lending 
banker should exercise the following precautions 

(1) The banker should study the terms and conditions contained in the 
letter of credit'opened by the buyer's banker Docs the 'opening bank’ 
allow the ‘intermediary bank’ to advance money to the exporter ? 

(2) If so sijpuJafcd advance payment ofa part or whole of the amount 
may be made to the exporter by the lending banker It is always bcticr to 
rcicas' the amount m insialnicnts -ccording to the progress of the work 

(3) Ileforc making an advance, the exporter should be asked to submit 
an unJvrtaking tint he would arrange shipping of the goods and submit 
ilociinicnts aicording to the terms of the credit 

(4) The banker should abo obtain a ‘leiler of pledge’ from the exporter 
on the goods collected or to Iv collected or from the processor on the goods 
to be processed for shipping 

{<) \\ Ink* nc»’oliating the bill with it* documents, the banker should not 
forget to adjust the amount advanced earlier m terms of the Idler of credit 
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2 paST-SHIPMENT CREDIT 

An exporter, who has loaded tbe goods for shipment does not gel any 
payment until the goods reach the importer Exporters need financial aid 
during this intervening period of post shipment of goods After shipping 
the goods, the exporter obtains bills of lading, insurance policy, certificates of 
origin and prepares the bill of exchange Bill of exchange can be dra«n 
either as D/A (Documents against Acceptance) bills or as D/P (Documents 
against Payment) bills The problem of finance is not difficult in case of DyP 
bills because the payment obtained by the exporters' banker is immediately 
transferred to the credit of exporter but m case of D/A bills, which are usance 
bills for periods not exceeding 90 days, the time lag between the acceptance of 
the bill by the importer and the due dale of the bill is long and the exporter 
often rushes for a banker’s credit to obtain funds against D/A bills covering 
exports Bankers provide assistance against exports bills either by (i) nego¬ 
tiation of bills under letter of credit, or (m) purchase of bills The former 
course IS the most prevalent method of financing foreign trade in post ship¬ 
ment stage, the latter course is quite limited 

(0 S'csoi‘<H>on of bills under fetur of credn Where a bill ofcxchangc 
has been drawn under a ‘letter of credit*, the exporter is free to negotiate it 
with any banker Butincaseofa ‘restricted letter of credit*, the exporter 
IS bound to submit Ihc bill to the particular banker named specially in the 
letter of credit and to no one else The negotiating banker has to follow the 
‘doctrine of strict compliance’, tc. if the exporter has fulfilled all the terms 
and conditions mentioned in the L/C, he mil be paid the amount of the bill 
by the 'intermediary bank’ (negotiating bank) on behalf of the ‘opening bank’ 
or the importer's bank. However, where the negotiating bank fads to see 
complete compliance of the terms of the L/C by the exporter and makespaj- 
ment against the hiK, the negotiating banker shall te held responsible and 
shall bear the brunt and not the opening banker 

Banker’sprecculicns Tlie negotiating banker should insist nn the strict 
compliance with the terms of the L/c ond take the following precautions 
before making payment to the beneficiary of Ihc credit. 

(1) He should study carefully the terms and conditions of the L/c 
which include inter aha name of the beneficiary, amount of the L/c, nature 
of the credit (revocable or irrevocable, restricted or iiegotiatiug), and period 
of the L/c 

When the banker is sure that it would be in order to negotiate the bill 
and no intimation of revocation of the credit has been obtained so far, he 
should ask the beneficiary to submit bis bills 

(2) Or receipt of the bill froai the exporter, it should be seen that it is 
complete in all respects and its amount does not exceed the amount of the 
L/C 

(3) The banker should also check the documents enclosed with the bill 
These documents should be slridly in accordance with the list rnecfioned m 
the L/c If there is any discrepancy in any of the documents, the bill should 
not he negotiated until the discrcpcncy is removed 

(4) The exporter’s invoice must contain the description of quantity, 
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quality, price and value of the goods and these should tally with the descrm 
tion stated m the L/c 

(5) The marine tnsurance policy must fully cover the goods shipped and 
the amount should be m the currency mentioned in the L/c It must be 
endorsed in favour of the negotiating bank 

(6) The bill of lading must be marked ‘freight paid' and it should be 
clean 

(7) TbcD/L, insurance policy, caporter’s invoice, and the certificate of 
origin should have identical shipping marks and value of goods shipped 

(/I) Purchase of bills The course of opening a letter of credit may not 
be necessary where the buyer and the seller arc known to each other or the 
exporter has obtained satisfactory trade references m respect ofthc importer 
In such cases, an exporter prepares either ‘sight documentary bills* or ‘usance 
documentary bills’ ‘Sight bills’ hive to be presented to the importer’s bank 
or his correspondent bank for obtaining payment ‘Usance bills’ or ‘term 
bills' have to be presented twice, first for their acceptance and secondly for 
payment, as such a longer lime is taken in receiving payment of such bills 
as compired to sight bills Exporters feeling urgent need of funds, approach 
banks for financial assistance m the intervening period Where the credit 
worthiness of the parties to the bills, especially that ofthc exporter, is good, 
bankers purchase the bills offered by the exporter and provide him 
immediate credit If the bill is dishonoured by the importer, or his bank, 
on presentation, the purchasing bank has a right to recover the amount from 
the exporter What does a banker gam m this transaction 7 Since the 
purchase price is alivays loner than the face value of the bill, the margin 
represents the interest on the amount advanced by the bank for the intervening 
period plus the discounting fee and other charges of the bank This may also 
include variations in the pnceof the goods shipped as well as the exchange 
rate fluctuations, if any 

Jkmker'sprccaulions While providing finance through purchase of export 
bills, the banker should take the following precautions 

(1) The signatories of the bill should have sufficient creditworthiness in 
the eyes of the banker 

(2) The banker should fix limit of the advance over the amount ofthc 
bill taking into consideration the nature ofthc goods shipped, variation in 
the prices and exchange rates and other expenses to be charged by the bank 

Xhc advance should be covered by suitable guarantee from a guaran. 
tec organisation such as the ECCC m India 

(4) The banker should thoroughly examine the documents attached to 
the bill If any irregularity IS found, It should be removed by the exporter 
before effecting safe of the bill 

(5) There should be no restrictions on trade or foreign payments m the 
importer’s country 

(6) The banker should make eolleaion of the bill in due course If 
jishonoured on presentation, the concerned parties should be sent notices of 
dishonou' after proper noting and protesting of the bill on behalf of the ex¬ 
porter, if so stipulated 
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(7) In case of dishonour of the bill, the banker should recoser the 
ottiount from the exporter. 

DIFFERENCE BETWEEN NEGOTIATION AND PURCHASE OF BILLS 

The exporter is presided immediate tinanec by the negotiation ofbills 
under L/C as well as by purchase ofbills but the follosMug broad difTcrcnces 
between these tw o are 


Points ofdifTerence Negotiation «f bills under L/C Purchase of bills 


(I) Basis of the 
credit 


(1) Credit ts provided to the 
eeponer on the basis of 
Letter of Credit Opened 
by the ■mporier's bank 


(2) Margin and the (2) While prostdini! fanance 
guarantee bankers da not scry msch 

insist on enargin and 
guarantee provisions for 
(he credii because L C 
itself IS the best suvantec 
froffl tbe opening bank 


(3) Exchange Control (3) The lending banker does 
and Trade Regu* oJt have to care tor 
laiions exchange controls and 

trade rcgolauons in the 
importer s country be* 
cause these most base 
already been considered 
at the time of opening the 
L/C 


(4) Recovery (4) The amount advanced is 

rccotered. if necessary, 
from the bank opening 
tbe L/C. Tbe lending 
bank seldom needs re> 
course to the exponer 


(1) The credilttorihicess of 
the exporter and nature 
and value of the goods 
shipped are tbs mam 
CTitena for bank hnance 

(2) The bankers providing 
credit base to keep some 
osargin in the amount of 
the bill and (becieditand 
also seek suitable eoser 
from a guarantee orgaoisa 
tion sueb as ECCC 

(3) The lending banker has 
to make 00 eoi;uiry care 
fu'I> abODt It because 
oiherwise tbe timely pay 
merit from tbe imponer 
may pot matetuUse 


(4) Recovery of the amouni 
adiascrd js first sought 
from tba dra'Aee of the 
bill In case of his refusal 
the lending banker has to 
approach the draper 


3 ADVANCES AGAINST COLLECTION OF EXPORT BILLS 

An exporter may seek bank finance on the basis of bills he has given to 
the banker for coflectinn Advance of this sort may be necessary because . 

(i) in the absence of a ‘letter of credit*, the negotiation of the bill is not 
possible, or 

(ii) the exporter does not have the credtlworlbiness to the satisfaction 
of the banker approached for purchasing the bill 
Moreover, the exporter docs not get advance on the concessional rale of 
interest as happens m the cases quoted above Banks also keep greater margin, 
say, 20 to 50 per cent, on the vdvance a^inst bills for collection 

Banker's precautions While making an advance to the exporter against 
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bills for collection the lending banker should take the following precautions 

(1) The banker should make proper scrutiny about the validity of the 
bill export invoice and other documents 

(2) The exporter may not be creditworthy to the entire satisfaction of 
the bank, but crcdjiwofJhiness of Ihc imports in this case should also be 
clubbed with that of the exporter and if found satisfactory the bills may be 
purchased 

(3) A ‘letter of pledge* for the goods shipped should be taken from 
the exporter 

(4) Proper margin on the amount advanced against the bill should 
be maintained 

(5) Proper endorsements on all the documents of gonds should be made 
in favour of the banker 

(6) Where possible such advances should be covered by (he CCGC 
guarantee 

4 MtOtUM TERM LOSSi TO CXPORTERS 

The methods of bank financing narrated above relate to short term 
requirements of the exporter However where shipping of engineering or 
capital goods is involved the exporter may have to allow deferred payment 
facility to the importer but this may block his funds for a considerable period 
Exporters look to banks for f nancial assistance for a period ranging from 6 
months to 5 jears This is called medium term cred ( by banks This credit 
IS peculiar since the exporter s bank cannot have any pledge or hypothecation 
of goods as a security Goods exported remain in the hands of the importer 
ind he avails it while (he exporter s bank provides credit to the exporter on 
the basis of some institutional guarantee or importer s bank guarantee made 
available to the exporter s banker Such a term loan is repayable by the 
exporter as and when he receives deferred payment instalments from the 
importer 

Banker sprccaiitiom The lending bank should take the following prccau 
t ons in making available medium term credit to the exporter 

(1) Cfcditwpfthmess of the importer is more important m this credit as 
compared to the creditworthiness of the exporter stressed upon in other types 
of the credit 

(2) Tlic lending bank should also obtain a promissory note executed by 
ifie imporftTjsm/ go rrjfrfcvrrf by *V«r mpoftcct butk m re'tpccl of ihodsSeffod 
payments 

(3) This medium term credit should suitably be covered by a policy 
issued by the ECGC 

(4) As far as possible a charye may be created on the assets of the 
exporter in favour of the lending bank 

(5) The lending bank should scckeo op-ration of the exporter and the 
importer s bank for proper followf up of the credit 

Olher Schemes of MeJiim Term finance Exporters m this country can 
aho take benefit of medium term finance under the following schemes operated 
bv the Industrial Development Banfcoflnda 
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(1) Scheme of Direct Finance to Exporters In case of large export con¬ 
tracts, the Industrial Development Dank of India (IDBI) provides medium 
term credit by entering into participation arrangements with scheduled 
commercial banks m India Tbe participation may extend from 50 per cent 
to 70 per cent of the total credit 

(2) Bif}er's Credit Scheme Under this Scheme Oaucched in December 
1973), the IDBI grants long term credit in participation with scheduled 
commercial banks to the foreign buyer for import of capital goods No 
rraximum limit for this credit has been fixed Tins scheme is applicable m 
case of export contracts valuing Rs 1 crore or more 

(3) Refnaiicing of hledntm Term Export Credit The IDBI also provides 
refinance to eligible commercial banks against medium term export credits 
granted by them to the exporters of capital and engineering goods This 
facility also covers the overall cost of construction projects executed abroad 
by Indian concerns where the bulk of construction contracts constitutes equip 
ment, material, and services etc of Indian origin TTie period of credit may 
extend from 6 months to 5 years and m special cases to 7 or 10 years The 
IDBI charges an interest rate of 5 $ per cent on this refinancing and the com 
mercial bank, m turn, is required to charge interest from the exporter st tbe 
rate of 7 per cent 

5 ADVANCES AGAINST EXPORT tNCENflVES 

The Qoverament of India have launched a senes of export incentives to 
exporters in order to compensate losses incurred hy them in the face of tough 
competition in international markets Commercial banks have to provide 
finance to exporters on the basis of accruals of these incentives The following 
Schemes are m operation 

(1) Duty Drawback Credit Scheme, 1976 This Scheme was introduced 
in February 1976 for granting interest free advances uplo 90 days by com 
mcrcial banks to exporters against their duty drawback entitlements as 
provisionally certified by the customs aulbonties Banks, m turn, are eligible 
to obtain interest free refinance from tbe Reserve Bank During the period 
November 1, 1982 to April 30, 1983 limits aggregating Rs 17 01 crorcs were 
sanctiond by 28 banlB As on 30 Apnl 1983 these banks had availed 
of refinance to the extent of Rs 10 21 crorcs of which the outstanding was 
Rs 3 64 crores 

Banker’s precautions While allowing advances against duty-draw¬ 
back claims of exporters, the knding bank should take tbe following 
precautions 

(i) The exporter has to make a declaration regarding his claim of duty 
drawback on the relative shipping bill 

(ii) A copy of tbe shipping bill should also bear a certificate from the 
customs authorities stating the amount of duty draw-back as 
provisionally determined by them 

(ill) The borrower should be asked to submit an irrevocable letter of 
authority in favour of the lending bank to receive the claim on the 
said shipping bill from the customs authonties 
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(tr) Where the nmount of duty dnwback is not finilly dctermtnsd 
during 90 days, or the amount finatly determined by the customs 
authorities is fess than the amount advanced by the bank, the 
borrower should be called upon to deposit the difTircncc or pay 
interest at the rate usually charged on other loins 

(v) Where tlie lending bank is willing to seek rcfinanccfrom the Reserve 
Bank within sanctioned limits, it should submit i demand promissory 
note for the amount which should not be less than Rs 12 000 at a 
time The Reserve Bank docs not charge my interest ori such 
refinance 

(vi) When the customs authorities make payment of the fnal duty 
drawback by cheques direct to the bank concerned, the latter should 
repay (o the Reserve Bank the corresponding amount of refinance 
availed of by it 

(2) report Credit {Interest Substix) S<tiemet !9/ixt Under this Scheme, 
which was started in November. J96^, commercial binks extending pre ship 
ment and post shipment credit to exporters at a concessional rate are cligi 
ble for an interest subsidy at the rate of I 5% per mnum from the Marketing 
Development Assistance Fund of the Ministry of Commerce Government of 
India A special subsidy of 3%/2%/l 5% is also payable to certain banks from 
the funds allotted to the Ministry of Cxiemal AlTairs for the export credit 
provided to exporters for exporting goods to Bangladesh The subsidy is 
payable quarterly by the Reserve Bank and does not depend upon the 
quantum of refinance xvaded by the daimant bank ft should he noted that 
ftrtce iite exports happen to be m the priority sector advances Jlie commereta} 
banks are bound to charge a concessional rate of 12 5% (as against 18% 
interest rate on ordinary advances) from the exporters seeking bank credit 
The RBI compensates the loss of interest by givinc subsidy to the member 
banks During the year 1982--83 general subsidy given to banks amounted to 
Rs 19 98 crorcs and the special subsidy 3%/2%/li% of Rs 72 lakhs was 
paid to a few banks 

REFINANCE FACILITIES FROM THE RESERVE BANk OF INDfA 

The Reserve Bank oflndia has been making available an easy refinance 
under various Khemes to commercial banks who extend credit to exporters 
This refinancing accelerates the export promotion efforts of the Government 
The following schemes ate important in this respect 

(1) Export Bills Credit Scheme Under the present Bill Market Scheme 
effective since Ist November 1970, scheduled commercial banks, who havr 
discounted genuine trade bills of matunty not exceeding J80 days, can seek 
refinance from the Reserve Bank The following points should b: noted by 
the banker seeking refinance on export bilk 

(/) The banker intending to avail of the facility should apply to the 
Reserve Bank for fixation of limits for rediscounting of the bills 
including export bills 
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(u) The Usance of the bills eligible for rediscounting should not exceed 
IBO daj-s 

(n/) Bills may be dcnommaled cither lo Indian rupees or m an> other 
appro\cd currency 

(ii) Bills may be drawn with or witboul L/C on any country haMng 
membership of the International Monetary Fund 
(i) The Reserve Bank shall fix credit Items separately for rupee bills 
and foreign currency bills 

(iQ The borrowing bank shall have to submit to the Resene Bank either 
the promissory notes repayable on demand or a declaration of 
holding of eligible export bills 

(ui) The borrowing bank should also make some certification about the 
bills on which he is seeking rc&nancc 

The Reserve Bank allow-s refinance to the full extent of the amount of 
the bill The borrovMng bank should endorse the bills m favour of and hold 
them on behalf of the Reserve Dank Any bill exceeding Rs 2 lakhs should 
be lodged with the Resenc Bank and retired before 3 working davs of ils 
maturity 

(2) pre shipment Credit Scheme This Scheme was launched in 
February, 1969 Under the poweis conferred upon by Section 17 (3) fa) of 
the Reserve Bank of India Act, 1934 member banks are eligible to avail of 
refinance from the RBI oo the basis of pre shipment loans or packing credits 
provided by them to the exporters The borrowing bank should note the 
following points in this respect 

(i) The intending banker should apply to the RBI for fixation of annual 
limits of rcfinauce, both for pre sbipinent and post shipment credits 
to exporters 

(ii) The pre shipment credit should have been granted to bonafide 
exporters 

(uj) Pre shipment advances may be made normally for a period rot 
exceeding ISO days 

(ii) The extinction of pre shipment credit should be ensured through 
negotiation of export docuirents 

(v) The borrow mg bank should submit to the Reserve Bank the declara 
tions of the pre shipment credits extended by it to exporters 



23 

LETTERS OF CREDIT AND THE BANKS 

Credit IS the cornerstone of banking Credit is fundamcniaj to any 
economy that has pissed beyond the stage of barter ind bank credit cITccts 
some of the very important segments of the economy Banks render 
imporfont service to the business and trading communities by issuing Idlers 
of credit on fellow bankers situated elsewhere Th* basis of such letters of 
credit IS the mutual confidence reposed by the participating banks in each 
other By the mechanism of •Icflers of rredii* dj/Tcrenl countries meet the 
financial needs of customers engaged tn international trade It is mainly 
the assistance provided by banks which makes possible for various traders an 
infinitely broader participation in foreign trade 

MtANINO OF ‘LETTrR OF CREDIT* 

A letter of credit* is a written instrument issued or established by a bank 
on behalf of and for the account of the buyer ofthc merchandise whereby the 
bank undertakes to honour for the specified amount, the bill or draft ofthc 
beneficiary drawn on the buyer or on the issuing bank or on another bank 
designated in the instrument on fulfilment of the terms already agreed to 

In (he words of a famous scholar 5roo. *a letter of credit is an open 
letter of request by one person usually a merchant or a banker requesting 
some other person or persons to advance money or give credit to a third 
person named therein for a certain amount, and promises that he will repay 
the same to the person advancing the same or accept bills drawn upon 
himself, for the like amount ’ 

In the w ords of Maurice Megrah, *a letter of credit can be described as the 
written undertaking given by a banker to the seller of goods at the request of 
the buyer ofthc goods, to meet bills of exchange drawn by the seller in 
accordance with the terms of the undertaking and also providing that the 
rfocumeiTCf of ftfiV to ffte giwJr pxncftjswf 6y tfK b\rfvr are teedered oir 
presentment of the bill of exchange for payment ’ 

According to the International Chamber of Commerce,‘the expression 
(letter of credit) means any arrangement.however named ordcsenbed, where¬ 
by a Bank (the Isriirtg Bank) acting at the request and in accordance with the 
instructions of a customer (the applicant for the credit) is to make payment to 
or to the order of a third party (the beneficiary) or is to pay, accept or 
negotiate bills of exchange (draft) drawn by the bcncfinary or accepts or 
authonscs such payments to be made or such drafts to be paid accepted or 
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negotiated b> another banl. against stipulated documents and cainpliance with 
stipulated terms and condiUnns ' 

Thus, a letter of credit is a stTitten and a bank lo-bank promise m 
favour of the benefinar) The promise has to be earned out inthout fail 
otberviise the goodnjJl of the opening bank mil be injured A letter of credit 
IS alwajs issued on such a bank vsliich has an iinphed agreement to act for 
each other and honour the drafts presented under the lastnimenL The pacing 
banker has a ngbl to debit the account of the bu) cr for the amount of the 
credit With the passage of the lime or utilisation of the amount, a letter of 
credit IS extinguished automatically 

CHARACTERtSTlCS OF LCTTTR OF CREDIT 

Sfiecial features of the banter’s letter of credit are 

J It IS issued a! the speage reqoest of a bus er 

2 Terms of the credit are slated in ibe letter lUcIf 

3 It represents bonk-to bank adjustments 

4 It serves and secures the mieresis of both the partiw—the buyer and 
the beneficiary (seller) 

5 The liability for payment can be ilxed on the bank designated m the 
instrument 

TYPES OF LETTTR OF CREDlf 

Letters of credit may be classified according to the purpose, nhich they 
are intended to serve, rir . 

1 For financing tnveHers inside or outside the country 

2. For finaneins commodity transaction in the internal trade or m 
foreign trade Accordmglj, letters of credit can be divided into two 
categories (r) Traveller’s Letter of Credit (rr> CommerciaJ Letter of Credit 

A banker should be well acquamled with these two lyp« of credit so that 
custoTners do not return disappointed We shall discuss here these two types 
in detail * 

t TRAVEIXER'S LETTTR OF CKEDtr 

Persons intending to travel withm a country or abroad buy letters of 
Credit from the bank and thus avoid risks of carrying cash in big amounts 
Since such ‘Letters of Credit*are issued for peisonat uses in tTavellmg, these 
arc also termed as ‘Personal Letter of Credit’ or Traveller’s Letter of Credit. 

Banker s financing for travellers may occur in any of the followmc 
ways * 

1 Trmeihr's letter of credit Persons who undertake foreien lours or 
tours within their own country are protected against various nsks ihiough the 
faedity of‘Traveller’s letter of credit' issued by a banker This facility 
possesses the following features 

(f) It IS issued by the Bank on its branch or branches within the country 

JL c. C., 19l.b Cottgress, /!'■ Dtcan entary Crediti, 

1962, Revision. 
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or abroad as the case may be It may be issued on correspondent 
banks too in case its branches do not exist at the intended pface 
(/;) The bankers designate are requested to make payment upto a 
specified amount to the person bolding the L/c. 

(if/) Where the L/c is issued in the name of two or more than two 
banks, it is knowm as ‘Circular Letter of Credit’ 

(/v) On the back of the L/c, the paying banker has to make entries of 
the amounts paid to the holder, date of payment, name of the paying 
banker and balance left unutilised 

(y) While obtaining payment, the holder has to sign drafts which arc 
presented by the paying banker to the issuing banker in settlement 
of the claims by the former This may also include the amount of 
commission charged by the paying banker 
(v/) Circular L/cs is always accompanied by the‘Letter of Identification 
or Indication’ bearing attested signatures of the beneficiary The 
person taking the payment has to produce both these documents to 
the pajing banker for serification 

As far as possible, the ‘Letter of Credit* and the ‘Letter of Identification' 
should not be put together by the holder lest they should be lost or stolen and 
drawings arc made by unauthorised persons under forged signatures 
However, for the purpose of taking payment, the two letters have to be 
presented jointly before the paying banker 

SPECIMCN or T»n CIRCULAR LCTTER OP CRIDIT 


mailable after December, 198} staip bank of DiUAStR avd mipur, 
No 3574 Chandni Chowk, Delhi 110006 

Rs 80,000 30 June 1983 

Gentlemen, 

This leiterwill introduce to you lo Mr Mahcndra Kumar to whom jou 
will please furnish such funds Mr Mahendra Kumar may require upto 
the aggregate amount of ElGIfTY THOUSAND RUPfES against sight 
drafts drawn on this office, which please negotiate at your buyingrate 
for banker’s cheques on SUBJ, Delhi Each draR must be plainly 
marked as drawn under this letter of credit No 3574 and must be signed 
in accordance with the specimen signature which is on our‘Letter of 
Indication’ of the same number to be produced herewith 

We engage that such drafts shall be met with due honour if negotiated 
within 6 months from this date 

The amount of each draft mint be inscribed on the back of this letter 
This letter must be cancelled and attached to the last draft drawn 
Wc are. gentlemen 
Yours faithfully, 

For Stale Bank of Bikaner and Jaipur, 


Bfoncfi }f<njser 
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LETTER OF IDENTIFICATION 


No 2983 


To, 

BanLcrs menlionfd in this 
Letter of Indication 
Gentlemen, 

The bearer of this letter IS Mr Mafcendra Kumar in sthose favour we 
ha%e issued our letter of credit No 3574 recommcndiDg therein jour 
attention acd referring jou to the specimen signature below 

We are, 

Yours faithfully, 

For Stale Baol. of BiLacer and Jaipur, 
BroJuk Manager 

Specimen Signatures 

NAKIES OF EAKRERS 

1 State Bank of India, Marine Drue, Bombay 

2 Onenttal Bank of Commerce, Cbaupati, Bombay 

Note This letter should be retained by the bolder tiolil the relatue cireular 
letter of credit is exhausted, when it must be surrendered to the banVer 
making the list pa^vnent 


STATE BANK OF BIKANER AND JAIPUR 

Chandni Choisk, Delhi 110005 
30 June 1983 


2 Cirailar Notes ‘Circular Notes' may be issued when a'Letter of 
Indication’ has not b“en issued alongwich the ‘Letter of Credit’ These notes 
are of speafied denominations say. 100.500 or lOOO rupees that may suit the 
buyer These are scnally numbered and bear came and specimen signatures 
of the bolder At the time of receiMog payment the payee has to present 
these notes to the bank or banks whose name/names hat e been given on the 
face of notes The paying banker has to pay the entire amount of each note 
but no part amount because there is no provision to make entries on the back 
of the ‘Circular Note* for the amount paid However, the holder is free to 
encash certain notes non and the icmatiung notes afterwards as and when the 
need anses 

3 Circular Cheq:ies Circular cheques too do not require any‘letter of 
identification’ The issuing bank does not sell them directly at its own office 
hut sends them to its agents or correspondent banks situated abroad w ho then 
sell to customers intending to travel in the country of the issuing bank Tliese 
cheques are encashable in the currency of the country of the issuing bank 
Such cheques are bound in a book form and are issued m different colours 
representing the maximum amount that can be drawn under the particular 
colour The foreign branches and correspOTdent banks have to send to the 
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issuing bank the details of the sale of these cheques alongwith the names of 
their buyers The buyers arc free to encash these cheques from any of the 
branches or agencies list of which isencfosed at the end of the cheque booL 
Necessary debit and credit entries are made by the banks concerned and the 
transaction comes to an end with the payment of the fast cheque issued 

4 Trmellers' Cheques It i$ an improved method of financing for the 
travelling public Persons can purchase cheques of difTcrent denominations 
say 50, 100, 500 rupees or so on without giving any extra charge for the 
services These cheques are purchased from the issuing bank and can be 
encashed anywhere in the country of origin or in any other country at the 
current exchange rates 

SPECIMEN or TfICTRAVCLLERS CHEQUE 


STATE BANK OP INDIA 
TRAVELLERS CHEQUE 

When eountenlEned below Date 

wnh this $ gnaiure 


STATE BANK OP INDIA 
Strand Road CALCUTTA (India) 


Pay this cheque to the order of 


In India 

1 In Olher Countries 

Rupees Hve Hundred | 

Kerot able at the current 

Supine Rale for Raniers 

Cheques in Ind a 

Counters gn here In presence 
of person encashing 

Managing Director 


Tra\ellers* cheques are similar to the circular cheques m nature «ith the 
sole dilTcrencc that the former arc sold and spent in the issuing bank s country 
while the latter arc sold in a foreign country but spent in the counlrv of the 
issuing bank. Travellers cheques can best be understood b> the following 
points 

1 Any person whether having a bank account or not can purchase 
travellers cheques of a iincte denomimtion or spread over in 
different denominations that may suit hts rrqu rements 

2. Tlic lujer has to deposit the amount in cash with the issuing bank 
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and has to submit a printed requisition form by /illing up the specific 
denominations and the amounts cX cheques required 

3 The hujcr has to pul his specimen signature on every cheque before 
the bank ©nicial. who will put the name stamp of the issuing oScc 
on each cheque as a token of genuine view of the cheques 

•4 At the time of receiving payment of the cheque the bolder has to put 
his second signature on each cheque m the presence of the paying 
banker’s oflicial which should tally with the spccimeu signatures 
already an en on the cheques nt the lime of their issue 

5 Travellers cheques can be encashed or used as a medium of payment 
at any branch of the issuing bank or at any correspondent bank’s 
office and also at hotels, restaurants and other establishments recog 
nised for this purpose by the issuing bank The State Bank of India 
group has this tjpc of arraneemcnl with over 5DOO eslabhshmcats 
hotels restaurants etc display plates Stockers bearing the legend 

A^ACCEP T STA TC DANK’S TRAVELLERS CHEQUES 

6 Where the traiellers cheques arc not fully utilised, the bujer r* free 
to return them to the issuing bank 

7 Even if these cheques are lost the buyer docs not Jtienr any nsk-s 
because for thi'ves and vagabonds it is not easy to male signatures 
in conformity w ith the purchasers signatures already appearing thereon 
before the official of the paying banker The purchaser who loses 
the cheques, can obtain reirabunemcDt Iberefer fay signing an indeia 
nity bond 

S Bankers do not charge any commissioQ for issuing travellers’ cheques 
because the banks utilise the deposited amount during the period 
between the purchase and encashmenl oflhe cheques It has multi¬ 
plier cfTects in the ‘banking circle’ 

9 No lime limit is fixed for eDcashmcnl of such cheques 

II CXJMMtRCtlVU UtTTER OF CREDIT 

Any letter of credit which is issocd either for financing of commodity 
tramactions in the national or interaalioaal trade is called a ‘Commercial 
Letter of Credit’ The basis of issuance of tlic« L/cs is not the personal needs 
of the applicant but the commercial transactions by the buyer Commercial 
L/cs are very much helpful in mtcmationa! trade because the exporter and 
importer are not known to each other and if the fonner despatches goods to 
the latter and then draws a bill, the latter may either, not accept it or may 
aot pay it Thus T,/cs rcdiirc payment nsks is foreign trade 

The exporter takes an initiative by asking the buyer to establish a 'letter 
of credit’ in his favour sn that Ibe retpiircd goods could be shipped to the 
port of destination The buyer requests its banker to open a Lfc in favour of 
the beneficiary (exporter) ‘Exporter Letter of Credit’arranges payment lo 
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tbff currency of exporter’s on o country, whiJe the 'import Letter of Credit' 

saves the importer from risks of exchange fluctuations because he has to pay 
in bis own currency 

The International Chamber of Commerce has codified a set of norms 
known as ‘Uniform Customs and Practices for Documentary Credits’ 
(VCPDC) It was first done in i933 and revised thereafter from time to time 
The present set of rules is adhered to by most countries since July ], 1974 
142 countries arc members of the ICC and have given an undertaking to 
adopt the uniform practices regarding the proforma etc of a documentary 
letter of credit Uniformity helps an easy and early settlement of the 
international trade transactions Bankers in U K and India quote the 
following remark in their commercial credits regarding the application of 
UCPDC thereto 

‘This credit is subject to the Uniform Customs and Practices for Docu 

mentary Credits 1974 (Revision) International Chamber of (Tommerce 

Brochure No 290 ’ 

It IS expected that more and more countries, even those from the Com 
munist bloc, will join the ICC and undertake to follow the codification of 
UCPDC 

PARTIES TO THE LETTER OF CREDIT 

A commercial letter of credit involves different parties from its opening 
to ultimate utilisation 

1 Importer or Buy er of the goods He is m fact the applicant or opener 
of the L/C 

2 Importer’s Bank Also lemcd as a buyer’s bank or credit opening 
bank Of 'issuing bank' 

3 ^diiswg Bank The Dank that advises the seller that a credit has 
been opened by the buyer in the seller’s favour It is also called 
‘Notifying Dank’ It may be the seller’s own bank, a branch of the 
issuing bank or a third bank 

4 Negotlailng Bank It is the bank that negotiates the documents of 
the seller This may be the bank of the beneficiary or a branch of 
the correspondent bank or a third bank or a branch of the issuinc 
bank 

5 Beneficiary He is the seller of the goods m whose faiour the credit 
IS opened He avails the credit ultimately 

PROCEDURE FOR OPENING A LETTER OF CREDIT 

A banker should be quite familiar with the procedure of opening a 
commercial letter of credit because it w the direct and ahsohte responsibility of 
the issuing bank to make proper payments under the letter of credit it 
has issued [ranipore Co, \fa.lras ts \f}s Shao Traeiroexport Mosco» 
and another [\910)] Following the proper procedure for the execution of a 
•letter of credit’ IS also in the interests of the buyer and the beneficiary The 
procedure can be studied as follows . 
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APPLICATION rOR OPESISG THE LETTER OF CREDIT 

No banLer can act for op-uing the L/c unless it obfains iherefor as 
application from the bujer Usually all banls provide printed forms for L/cs 
to their customers Bujere can either GH m these forms on their onn accord 
or they may do so at the instance of the seller of the goods These forms 
vary from banh to banl but the Ibllotting points should be included m the 
application 

(i) Complete names and addresses of the bujer and the beneficiarj 
(n) Price and quantit) of the goods to be imported Whether the quota 
lions will be FOR, FOB or CIF 

(in) T>-pe, amount and period of the credit should be clcarlj mentioned 
WII It be revocable or irrevocable confirmed or unconfirmed, 
trarsferahle or othenvisc Name of the currency in which the L/c 
has to be opened should be disclosed 
(n) The port of the shipment and the destination port, name of the ship, 
date of the shipment and transhipment if an^. should be stated 
(i) Tlie method of itaosmitting/advmng ihe credit whether by surface 
mail/air mail/ordinary or registered mail'ielex/cablc 
(u) Particulars of the import licence according to the law of the land. 
If not attached with (he application the applicaot should premise 
the hanker to submit the licence before ihe issue of the L/C 
(til) Documents required to be enclosed wiih ihe L/c 

fo) Invoice showing the description of the goods mfairh good details 
(ft) Draft sight or usance bills or D/A or D/P bills as per the terms 
of the contract between the bu>er and the seller 

(c) Documents relating to iransporling the goods. Bill of Lading or 
Railway Receipt or Lorry Receipi 

(d) Insurance cover—Insurance policy or certificate or cover cote 
etc, as the case may be, covenng such risks as required by 
the buyer 

(e) Certificate of origin—in case of a foreign L/c 

07 Cbnsmhrceroficare or fnvoice—ni casr ofs £;t 

(g) Packing lists—with specifications and markings 
(ft) Test certificates—crrlilying tlic quality offhe goods 
(i) Weight certificates—showing the gross or net weicht 
0) Other documents—asrcquired by the law of the land in case of 
a foreign transactron 

The buyer should furnish clear and correct information m the applica 
tion for L/c Any point conveying double meaning or creating doubt 
might harm the buyer’s own mlcrests After having filled mihe form, the 
applicant should sign it so that the opening bank considers it for further 
action. In India, all the nationalised banbs dealing m foreign exchange can 
entertain snch applications It is always advisable to the applicant to contact 
the nearest bank because any discrepancy, if found m the apphcafion, can 
be easily altered and rectified The buyer can also take advantage of his 
reputation in the area by contacting the nearest bank which might open the 
L/c without asking for any margin 
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APPLICATION FORM FOR OPENING LETTER OF CREDIT 

To, 19M 

The Agent 
Model Bank Ltd , 

NEW DELIII-1 


Dear Sir, 

Please mue a documentary letter of credit according to the follovking instructions 
and transmit by airmail 

Amount Name of Currency 

In favour of 
For accountof 

Available by draRs on you at 

at sight days 


dale 

P/aivnat your option on you oryout coTrei^ndent 
for % of 

the invoice value 


Invoice covering 
Shipment from 
Shipment to 

Bills of Loading issued to order 
of 

Insurance 


This credit IS 
Erpiration Dale 


Partial Shipment allowed 7 


Notify 

CfTected by Buyers 

Setters coverage and 

Amount 

To be confirtned/nofrThrough 
to be cwfirmcdvBy 
Drafts to be negoiiaied not later than 
Drafts to be presented at 


DOCUMENTS REQUIRED 
Commercial Invoice 
Consular Invoice 
Marine Insurance Cmificale 
Clean or to order Bill of Lading 
Other documents. 


In consideration of your opening such credit. I/we hereby agree to sign the agree 
ment lor the credit on reverse side hereof, the provisions of which are agreed to at 
defining your rights and iny/our obligations. 

\ery truly yours 


An irrevocable credit may be cancelled only with 
the consent of all parties concerned This credit 
is to be irrevocable unless otherwise suted 
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SCRUTtNY OF TXIE APPLICATION 

Tte banker’s real work starts after it recenes an application from the 
customer for opening a commercial L/c Of course, a banker is not supposed 
to jump to the conclusion that every applicant offers a sound proposal and 
hence he should not be rerused It is much in the interest of the banker that a 
point to-point scrutiny of the application ts made and wherever he is not 
fully satisfied nith the fads givco in the application, he should contact the 
customer immediately for further claniications As far as possible, the banker 
should concentrate its scrutiny on the folloiving points 

0) Whether the applicant has a sound Snancial standing. 

(«) If not so, should the cnslomef be asked to deposit cash or other 
securities on account of the L'c ’ 

(ill) What margin will be mamlaincd against the credit to be opened 
and on the securities demanded from the applicant i 

(fi) If no ‘Import Licence* has been enclosed with the application, 
whether items to be imported are on OCL list or whether the 
applicant has promised to submit the licence before issue of the L^c 

0) When an ‘Import Licence’ has been enclosed with the application, 
It should be seen that 

(a) It IS in the name of the applicaot himself, 

(h) if It IS in any other name, has the applicant been authorised to 
utilise It, 

(c) Its period should not have lapsed, 

(d) details of goods to be imported as given ID the apphcation for 
L/C should tally strictly with the description is tbe licence 

(if) Tbe goods for which the L/o is to be opened should be easily 
marketable and should not have moeb pnee fiuctuaijoas 

ISSUANCE OF THE LITTER OF CREDIT 

Having made full scrutiny of the application for tbe letter of credit, the 
banter can nlber reject jt or accept if wholly WTica the application is fouiuJ 
to be in order, the hanker should issue tbe L/c and transmit it by airmail/ 
surface mail, as the case may be, to the corresponding bank abroad or his 
other sister braneb for necessary action, who in turn will inform the benefi 
ciary about tbe terms of tbe L/c Tbe issuing bank should instruct both the 
importer as well as exporter to insure the ^ods properly either in tbe joint 
names of the banter and tbe importer or m the sole name of the importer’s 
bant 

AVAILING OF CREDIT BY THE BENEFICIARY 

On receiving an advice from tbe noticing bant, the exporter should 
study the terms of tbe L/c and arrange to despatch the goods, in dne course, 
he should submit to the negotiating bant all the documents staled in the L/c 
The negotiating bank should mate a thorough scrutiny of the drafts and 
relevant documents and, if found IB order, make payment of tbe drafts or 
accept them for payment, as the case may be 
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^ R0F0R^1A OF THE LETTER OP CREDIT _ 

MODEL BANK OF INDIA 

INCORPORATED IN INDIA UNDER SPECIAL STATUTE 

Foreign Exchange Department 
Chetak Circle 

UdaIpur*313 001 (Raj) India 
IRREVOCABLE CREDIT Date 

EACTl DRAFT DRAWN RELATIVE 
HERETO MUST BE MARKED 
DRAWN UNDER 
MODEL BANK OP INDIA 
Credit No 

AND SHOULD BOAR THE USUAL 
IN TEREST CLAUSE _ 

THROUGH 


Dear Sirs, 

We hereby authorize you to draw without recourse to you 
Qjj and for their account for a sum or sums 

not exceeding a total of 

available by your drafts at S'Sh* fot 

invoice value negotiable tvilh 

When accompanied by ^ .1 j ^ 

1 Full set of clean on board ocean bills of lading or airway bill dated 

not later than made out to the order of the Model Bank of 

India Of to order blank endorsed marked freight prepaid evidencing 
shinments/despatches from partial shtpmcnis/despaichcs 

are allowcd/not allowed Transhipment allowcd/not allowed 

2 Marine Insurance Policy or certificate in negotiable form for % 

over the invoice value in duplicate in the currency of the credit, 
including institute cargo clauses W A/F P A with extended cover, 
theft pilferage and nondelivery clauscs/institule war clauses/ 
institute strike clauses with extended cover, with claims payable at 
Udaipur 

Yours signed commercial Certifying merchandise 

invoice in original stating *0 ** o** 

that It covers 

Except as otherwise expressly staled this credit is subject to the Uniform 
Customs and Practices for Documentary Credits 1974 (Revision) International 
Chamber of Commerce Publication No 290 

Negotiations under this credit arc to be marked on the back hereof by 
the negotiating bank 


Yours faithfully, 


Accountant Branch Manager 
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DESPATCH OF THE DWTUSlENTS UNDER tfc 

Having obtained the complete set of documents, the negotiating bank 
should despatch them to the issuing bank, who will again make a thorough 
check and handoscr the same to the applicant importer, who had arranged for 
opening of the L/c The bu>er shall obtain the documents and shall see if 
these are according to the terms stated in the L^c Thereafter he should take 
delivery of the goods from the shippers or transporters by presenting the 
reles ant documents to them 

BANKERS* OBLIGATIONS 

Banks imohed m the opening and cxecotion of the L/c have to act 
carefully othcnsisc they may be held liable to diHerent parlies of the L'c for 
the consequential damages The important points m this respect are 

1 Credits should only be opened in fasour of parties of undoubted 
financial standing 

2 In case of foreign L/cs, it should be ensured that the <cllers abroad 
are considered good for the amount insoUed 

3 \STiere the exact amount of the value of the credit is not stated but 
IS indicated by the prefix ‘about*, the concerned banker should allow 
the beneficiary to draw upto 10% oscr the amounts specified 

4 Banks must examine all documents and papers with care so as to 
ascertain that they arc primafaeie in order 

5 Banks are under no obligation to accept documents outside their 
banking hours 

6 In doumentary credit opcratioos, all parties concerned deal in 
documents and not ta goods Therefore banks incur no Jiabilit/ 
regarding the goods represented by the documents, but they certainly 
incur liability in connection with the documenls, if they arc not 
according to the terms of the LJe 

7 Bankers assume no liability or responsibility for conquccccs 
arising out of delays or Joss m transit of messages, letters, documents 
etc , or c\en errors to intcrprctatioa of technical terms 

8 Banks utilising the services of another bank for advising of credits 
and authorising negotiations thereunder do so for the account and at 
the risk of the credit opener, although such backs have been chosen 
by the credit opemog ^nks themselves 

SOME IMPORTANT POINTS RELATING TO LETTERS OF CREDIT 

1 Banker's Ltabiht) under Letter of Credit and under Banker's Guaran¬ 
tee The two liabilities arc not the same The follawing case laws throw 
sufficient bghi on the dilTerence of these two things 

Smason Teicher Corporation w Oilcakes Co. 1954 In this case, it was 
held that under a letter of credit a banker is directly and pnmanly liable to 
acc^t and pay the bills drawn by the beneficiary while as a guarantor the 
banker's Lability is a secondary one and anses only when the customer first 
makes a default mpayment Uodera L/c, the buyer's liability is a secondary 
one and anses only when the paying banker makes a default in paying to the 
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beneficiary 

Slafp Bank of India u T/ie Ix'onamfc Tradinu Co S.A A. and others 
{AIR 1975 Cal 145) In this ease, the difference between a banker’s 

hahiiity in an irrevocable letter of credit and in a bank guarantee was made 
clear The Calcutta l/igh Court observed that payment under irrevocable 
letter of credit has an autonomy because n docs not depend on the perfor¬ 
mance of the obligations by the third party (the seller) except the terms as 
stated m the letter of credit itself while in a bank euarantcc third parly is 
directly m the picture and any omission or commission on the part of the 
third party may make the hank liable for payment In the first ease banker’s 
liability IS a certainty in the latter ease it is a contingency 

2 Exporter s rtshs tn ea^e of irtsohcncy of the Issithg Bank When a 
banker issuing a Utter of credit has become insolvent the seller or the exporter 
of goods his no right to presume (hat the drifts presented by him will either 
not be accepted or not be paid by the insolvent bank In a ease law [Agra 
and Atasrerman's Bank Ltd J it was held (hat an exporter has no justification 
m withholding the goods in transit simply because the issuing bmk of the L/c 
has become insolvent The liquidators of the bank may probably decide it 
profihbly in fivoiir of abiding by the contract rather than breaching it and 
paying the dimiges 

3 Draper s hal lilt) tii ease of dishonour of bill If a bill drawn by the 
seller his been dishonoured by the drance s bank, the liability of the drawer 
of the bill towards the discounting banker shall remain in the first place and 
thit of the buyer in the second place 

4 Buyers right to seek injwieiion on paMuent wuler letter of credit In 
eate of fraud It is a well established principle that a letter of credit is 
independent of Ihc primary contract of $ik between the buyer and the seller 
and that It must be allowed to be honoured free from interference by the 
courts Rinks ire not concerned with the rights or wrongs of the underlying 
disputes under the mam confrief But this principle is not to be extended to 
protect nn unscrupulous seller when there is a fraudulant transaction If the 
seller Of Ihc exporter has bisically committed a fitih, the buyer has a right 
to seek injunction on piymcnt under a Lie opened on the basis of original 
contract between the buyer and the seller 

It IS a trite saying that banks must examine all documents with reason 
able care to ascerl^ln that they nppear on their face to be in accordance w/lh 
the terms and conditions of the credit The banker s right of reimbursement 
depends on its accepting from the seller faultless documents The onus of 
proving lack of reasonable care by the bank in failing to detect the forgery 
of my document lies on the customer 

National Oils and Chemical Indosirtes Delhi vs Punjab and Sind Dank 
Ltd , Delhi A anoiher (A/R, Jan J979) In this ease the plaintiff. National 
Oils and Chemical Industries Limited, entered into an agreement for supply 
of HOO metric tons of pilm oil (? $ 511 per m ton c i f ^I1dfa5 with M/s 
DS Aujla Company pvt Ltd (Defendant No 2) The plaintiff opened 3 
irrevocihJe letters of credit with the Punjab A Sind Rank Ltd (herein called 
Defendant No 1) for a totil sum of U S I 5,76,20'^ 70 stipulating that a full 
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set or clean-on-board ocean shipping company’s bill cf lading was to be 
snbmittcd by the exporter company to the Bank. 

The exporting company prepared a forged B/L and clamed to ha\e 
shipped 1100.80 metric tonnes of raw oU while aetnally no such goods were 
shipped. The plainrilT company filed a suit in 1978 seeking perpetual injunc¬ 
tion against defendant No- I {P«fc S Bank) restraining it from paiing any 
amount under the said L/cs. The plainfilT also sought similar injunction 
against the defendant No. 2 restraining it from drawing under the aforesaid 
L/cs or receiving any amount ibercunder. Held that there was good ground 
for injunction on payment of the amount under the letter of credit. 

DISCRtPANCIES IN DOCUMENTS 

It is a fundamental law that ia commercial letter of credit transactions, 
banks deal in documents and not in merchandise.* It is the duty of the 
paying banker to enforce slricl compliance of the terms of the credit on the 
beneficiary and to ensure that the documents tendered to him are in order. 
He must examine all documents so that unpleasant situations may not occur 
beriscen bankers and the buyers. The following points must be noted 
carefully; 

1. A few hours of careful work at the time of opening the credit will 
save a lot of subsequent aroeodmenis arising out of mon. 

2. Beneficiaries should be pursued to lender documents strictly In accor¬ 
dance with the terms of the credit. 

3. Checking of documents should be undertaken by some experienced 
personnel of the bank. 

4. Before making payment of the documents, it is alwa>'s advisable for 
banks to check the documents second time. 

In order to acquaint the reader of most common discrepancies, we give 
here a pointnise description of discrepancies in each document raentioiied 
below: 

(a) DISCKEFANCIES IN SILLS OF EXCHANGE 

1 . Dated aflei the ex|nry of the credit. 

2. Amount in excess of the credit. 

3. Amount differing from that mentioned in the inTOicc. 

4. Understamping to case of usance drafts. 

5. Draft not signed by beneficiary of the credit. 

6. Amount in words and figures differ. 

7. Incorrect endorsement etc. 

(B) DISCREPANXIES IN SELLER’S INW’OICE 

1. Incorrect or incomplete description of goods. 

2. Identification marks omitted. 

3. Amount differing from that of draft. 

4. Not made out in the name of the bencfidaiy of the credit. 

> Henory HarTield, Birit Crrdtis and Accrpiatcti, Ronal Pr«s Co., New York, 
5lhEdfl..71-73. 
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5 Pncc and Pnces—Tcnns incomplete or absent. 

6 Superfluous charges—not luted m the credit 

7 Material alterationVmDtilation of the invoice 

(c) DISCREPANCIES IS INSURANCE POLICY 

1 Inadequate cover, I e, less than the invoice value 

2 Incorrect endorsement 

3 Inadequate atampiog 

4 Not covering transhipment if stated m bill of lading 

5 Full voyage not covered 

6 All risks not covered 

7 Carriers’ name not indicated, etc 

(D) DISCREPANCIES IN DILL OF LADINO/RAILWAY RECElPT/tOftRY RECEIPT 

1 The relative receipt not signed by competent authority 

2 The relative document being presented incomplete or m non 
negotiable sets 

3 Alterations/muiilations in the relative documents not euthenti* 
cated 

A Not containing the description of the good* 

5 Containing conditional clauses as ‘Received for Shipment*, ‘For 
Transport' etc 

6 ‘Freight paid' not marked in the relative document 

7 Relative document issued after the expiry date of credit 
S, Stale documents presented 

9 Merchandise other than that specified included 
10 Shipment/consignment made from a place or to a destination 
other than that stipulated m the credit 
JI Any clause indicaiing that the condition or packing of mcrchan* 
disc not in good order, etc 

(E) DISCREPANCTCS W SVEKJirT LIST/FAOCIVO EISTAvSPECTIOV CERTIFICATE/ 
ANALYSIS CERTIFICATE, ETC 

1 Full details not given 

2 Specific conditions enumerated in the credit not complied with 

3 Not signed properly 

4 Recent certification not given, etc 

TYPES OF CREDIT 

Commercial Icftcrj of credit may include several kinds of credit 
depending upon the needs of the buyer and the bencfiaary Special types 
of credits, whuh are most prevalent, arc discussed b-Iow 

1 CLEAN CREDIT AND DOCUSIENTARY CREDIT 

NSTicn documents of till* to poods are not required to be attached with 
thcbillofCxchangc. drawn under the terms of L/c, it is known as Utecn 
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credit' or‘clean L/C’ If the bujer is of sound financial standing, docnmenls 
may be directly sent to him and the openmg bant will pay the amount of the 
credit on the drafts of the seller without insisting for the documents If the 
opening bank IS not sure about the financial soundness of the parlies, it may 
ask for maintenance of adequate cash margins or demand a third party 
guarantee ‘Clean L/cs’ are a nsky business and hence the opening bankers 
open/accept them cautiouslv 

When the terms of the L/c require the banker to make payment to the 
beneficiary only on the submission of documents listed therein, it is called a 
docuiventaT}! credit The seller of the goods has to present D/A or D/P 
drafts to the negotiating banker lo order to avail the credit Because of its 
distincti\c merits, this t\pc of credit has attained wide popularity mthe 
domestic and international trade as well Documentary credit may base a 
mix of seier.ll other types of credit n.irraictl fceloiv, but this depends scry 
much on the intentions of the two panics, i e , the buyer and the seller 

2 REVOCABLE AND IRREVOCABLE CREDflS 

When the opening bank reserves the right to withdraw from the trans¬ 
action, the credit is termed as‘Revocable* The credit will stale ‘good until 
cancelled' or ‘unless sooner revoked’or some hke phrase In other words, 
revocable credit authorises the opening bank to cancel or modify the credit 
dunng Its currency without inirniaiing or notifying the beneficiary of such 
charge Howev er, the UCPDC Code requires that when a credit of Itus nature 
has been transmitted to a branch or to another bank, its modification or can 
ccllation can take effect only upon receipt of notice thereof by such branch or 
other bank prior to payment or negotiation, or the acceptance of drawings 
thereunder by such branch or other bank ‘Revocable Credit’ protects the 
interests of the buyer and the opening hanker but at the sametime tt does not 
safeguard the interests of the beneficiary because it can be repudiated anytime 
before the expiry of the credit It can be accepted only from llie buyers of 
known mlcgnty It should be clearly staled on the L/c that it is Jieroc 
ab/e However, the UCPDC Code provides that if nothing otherwise is 
indicated in the L/c, it shall be deemed lo be a ‘Revocable’ Credit. 

An 'Irroorablc Credit' is one which cannot be revoked or repudiated or 
amended dunng the currency of the credit cither by the buyer or the opening 
banker* Under such a credit, the beneficiary obtains an undertaking from 
the opening bank that all the drafts drawn accordmg to the terms of the credit 
shall be honoured without disturbing the credit unilaterally If the credit is 
‘Irrevocable*, it should be clearly staled m the L’c otherwise il will be 
treated as ‘Revocable’ An ‘Irrevocable L/c’cannot be altered or revoked 
unless all the parties involved is it agree to do so Any unauthorised change 
in the L/c may adversely affect the image of the opening banker It is there¬ 
fore advisable not to effect any change in an nrevccable L^c If due lo any 

'Evcnacourl injunction cannot be granted ©a the ©reaing banker making paj- 
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conduct of the buyer, the banker suffers any loss, the former has to compensate 
the latter In no case an'Irrevocable L/c’should be altered, not so even 
when some changes occur in the original contract of sale between bujer and 

seller Tlie following ease law « important in this respect 

Taraporc and Company Madras IS Messrs Sliao Trartroevport Moscow 
and another (AfR 1970 SC 891) In this case an Indian firm opened in favour 
of a Russian Firm a confirmed, irrevocable and divisibl- L/c for the entire 
amount of the machinery to be imported from Russia The credit opening 
bank was the Bank of India which was required to pay 25% of the value on 
the presentation of documents slated m the L/c and tlic rcmiminB 75% after 
a year After using the machinery, ihe Indian firm found that the machine 
was of inferior quality causing thereby huge loss to the firm The Indnn 
firm filed a suit m the Supreme Court seeking to prevent the Russian firm 
from realising balance amount from the Dank of India The Supreme Court 
quoted the Halsbury s Law of England (Vol 34. p 18S) and held that 

1 a letter of credit is an independent contract between the seller and 
(he bank and cannot be joined with the terms of the original contract 
between seller and the buyer, 

2 the autonomy of an irrevocable letter of credit should be protected 

by courts, 

3 the buyer is not entitled to an injunction restraining the seller from 
dealing with the letter of credit, if the goods are defective 

On the basis of tiic above points, the Supreme Court dismissed Ihe suit 

3 CONflRMCD CREDIT AND UNCONTIRMrD CREDIT 

When the 'advising' or ‘notifying* bank in the ctportcr's country odds 
alongwith its name on the L/c a commitment or guarantee or an undertaking 
guarantee to the effect that all the draHs of the beneficiary shall be honoured 
and negotiated ‘without recourse* to the drawer and this shall be done even 
when the opening bank's balances exhaust with It, It is callLd a 'Confirmed 
Credit This type of credit is one step ahead in the matter of safety 
and the confirmation is always added m irrevocable L/cs The words Jrrno- 
cable confirincil Letter cf Credit ate prominently written in such L/cs 
This undertaking once given cannot be withdrawn or altered without the 
agreement of all the parties concerned 

An mconfirmed credit is one in which the advising bank does not add 
his words of confirmation and passes on the L'c to the beneficiary m the form 
in which it vvas received Revocable L/cs can never be confirmed Irrevocable 
L/cs too may not need be confirmed incases where the opening bank com* 
mands a high reputation m the international market Confirmation charges 
ore borne by the beneficiary hence he may opt for an unconfirmed credit If 
the buyer has not requested the opening bank to open a confirmed credit, the 
credit shall remain unconfirmed throughout The beneficiary should convey 
his intentions to the buyer before (he opening of credit is applied for All 
L/es arc treated as unconfirmed credits, if nothing categorically has been 
* The word Confirm* i$ derived fron the Laiin Con anJ'frnure »hich meant ‘to 
male firm’ or ‘to add atrength* or ie»oorrobonie 
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written on these instruments regarding confirmation 

4 FIXED CREDIT AND REVOLVING CREDIT 

When the credit opening bank specifies tn the L/c either the amount of 
the credit or penod of the time within which the beneficiary can present drafts 
or specifics both the amount and the tunc, it is called a^xfd credit If the 
amount exhausts or the time lapses, the credit automatically comes to an end 
and there is no question of its revival 

Retailing Credu is a system whereunder a beneficiary gets a facility to 
present several drafts one after another dunng a certain period of tune As 
soon as a bill drawn by the beneficiary is presented for payment and is retired 
by the advising bank, the credit revolves to its ongmal position and the bene 
fictary becomes entitled to draw further bills of the same amount 

Traders who repeat the same transactions during a specific period and 
want to escape the botheration of opening fresh credits again and again adopt 
this method This type of credit also suits sellers, who want to execute the 
order of the buyer in several stages or in repealed consignments 

Time Reioliing Credit This credit revolves to its ongioal position mtb 
the lapse of certain period of time say 3 months, 6 months or 9 months In a 
Cumvlaliie Reiohing Credit, the credit not only revolves to its original posi 
tion but the unutilised portion of the previous credit also adds up to this 
amount In n ^oii Cumulattie Retolxing Credit, the unutilised portion of the 
previous credit is treated as lapsed and therefore is not added to the amount 
of the new credit Kcvolving credit presupposes the opening of an inevocable 
credit by the buyer's bank 

5 ‘WITH RECOURSE’ CREDIT AND WmiOOT RECOURSE’ CREDIT 

In a With Recourse Credit, the negotiating banker is entitled to recover 
the amount of the bill from the drawer (beneficiary) in case the same ts dis 
honoured by the drawee (buyer) When nothing is expressly written m the 
L/c, it is treated as a ‘with recourse’ credit Exporters never like such acredit 
because it entails upon ihem an extra liability id case of dishonour of the 
bills 

Without Recourse Credit is an arrangement m which the banker holding 
the bill IS not entitled to have recourse to the drawer m case of dishonouring 
of the bill by the drawee, instead he can realise the amount by disposing of 
the goods This sort of credit is much prevalent now a da>s because of wide 
support from the sellers or exporters The words ‘Without Recourse’ are 
especially written on the face of the L/c in order to carry this message 

6 ‘transferable’ CREDIT AND ‘NON TRANSrERABLE' CREDIT 

Transferable Credit is a credit m which the beneficiary is entitled to 
transfer the L/c in favour of a party of his choice This type of credit js useful 
where the beneficiary, as originally stated in the L/c, acts only as a mediator 
and supplies goods manufactured by someone else If the financial resources 
of the first beneficiary are not sound he may request the buyer to open a 
credit, ‘transferable or assignable’to another bencfiaary Article 46 of the 
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UCPDC Code stales the rules about Ibis type of credit Accordingly 

1 The word ‘transferable’ should be expressly used in the L/c No other 
word can substitute it 

2 This credit is transferable only once 

3. During transfer, the terms and conditions specified m the L/c shall 
remain unchanged 

4 The name of the first beneficiary can be substituted 

5 The first beneficiary has the right to substitute his own inioiccs for 
those of the second benefknary 

6 If the credit is to be transferred by jihe first beneficiary to the second 
beneficiary, who is not of the same country, it should be expressly 
stated in the L/c as transferable abroad 

7 Unless otherwise specified, the iransfer charges shall be borne by the 
first beneficiary 

Besides, the issuing bank and the correspondent bank do not have any 
obligations in this respect A transferable credit is divisible in several parts 
and each part could be transferred to dilTerent persons 

A Non transferable credit is one m which the be/tefieiary, a* originally 
stated m the L/c. is oot entitled to transfer the credit to a second beneficury 
It has to be used by the beneficiary himself If nothing is staled m the L/c, 
It shall be considered bearing a non transferable credit Transferable credits 
are not favoured by the buyers and hence most of the L/cs are non traos 
ferable 

7 DACK'TODACK CREOfT 

The buyer’s objection to a'transferable credit’gives birth to a'back to> 

back credit’ Where a non transferable L/c has been received by the bene 
ficiary, he may request the banker to open a new credit on the security of this 
credit Thus, the beneficiary arranges to iransfer the original credit but in a 
changed manner 'Hus type of credit is oficn required by commission agents 
or other merchants who do not have enough credit standing to obtain this 
facility from their bankers Banks opening a ‘back to back* credit should 
observe the following precautions 

1 Standing of the bank should be good on the basis of which the 
second credit is being issued 

2 Terms of both the credits must be substantially the same 

3 The amount of the second credit should not be more than original 
credit 

4 The expiry of the second credit should not be later than the onginal 
credit 

5 Discrepencies in the documents of the second credit should be 
avoided 

ADVANTAGES OF LETItRS Of CREDIT 

Use of ‘traveUers* letter of credit’and'commercianctfer of credit’has 
been fairly increasing now a days II js all because of the fact that alJ the 
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parties conoected ^ijJh credits are bcnefitfed from >anous angles Let ns 
briefly narrate these adsantages here 

AD^A^^■AGES TO EESEFICIARY 

•Beneficiary’ is the person ssho plajs an important role m the scnlcmrat 
of trade transactions, the beneficiary co-operates tsith the other party Ihrough 
a letter of credit because this system is adsaniageous to him as meniioned 
bcloiv 

1 Certainty of Payrrent Since the buyer and the <eller are not 
acquainted v\ iih each other, they rely upon the sy stem of letter of credit v hich 
provides certainty of payment to the benefiaary on execut on ofthc bu%er’s 
order The advising banher as an inieimediary gives an assurance to the 
seller that as soon as all documents mentioned in the letter of credit art 
submitted by the latter to the former, the stipulated payment mil be made to 
the seller In case of confirmed L/cs. the degree of certainty of payment 
further increases because the advising bani by adding his cooCrmation 
guarantees the payment 

2 Saf>.t\ from exchange rates fiueivaiions In case of an‘Exporter’s 
letter of credit’the beneficiary does not have to incur any risl^ of exchange 
rate fluctuations because be is assured of payment m the currency of bis own 
country Thus the beneficiarv’s profit margin is saved from adverse effects of 
exebange rate fluctuations 

3 Frte from exdiange resinettons Ibe bCDcfinary is not to worry 
about the risl. of exchange restnctions prevailing in the importer’s coonliy 
because opening of L'c m beneficiary's favour presupposes itself the clearance 
of all the formalities according (o the law of (be bnd 

4 Aiailabituy ofadionees As soon as the beneficiary receives infor 
mation of L/e having been opened in his favour, he can seeb bank advances 
(presbipment credit), on ibc secunty ofsuefa L/c for purchase of mateiislsand 
production, processing and packing of the goods Tbus, sellers of hnrted 
fi.nancial resources can avail bank finance on the basis of L'es m their farour 

5 Easy negotiaiwn of bills Seller’s drafts drawn on the basis of a 
confirmed L/c arc easily negotiable either by the ‘advising bank* or ‘coDfirD* 
iDg bank* or ‘negotiating bank’ Bills accepted by the banker und*r 
commercial L/cs can be easily discounted by the seller in case need of funds 
arises before matunty of the bill 

AnVAKTAGFA TO BUYER OR IMPORTER 

Buyers also prefer opening of L/cs because of several advantages tbs' 
reap from this arrangement vvhich are not generally available m any other 
method of foreign payments 

1 5’ui>jJirimo77 fey BanI er’s Credit Lexers of credit help the buyer id 
replacing his personal credit by the banker’s credii This subsutuuon offers 
more secunty and certainty to Ihe sdler The buyer, in turn, can obtain 
additional priv lieges from the buyer such as special discount, insuraocs 
facility, and packmg free of charge, etc 

2 Pre payment facilities yVhere a buyer is required to make prepay- 
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mcnt to the seller, it is always safer to open a L/c and make prepayment to 
the banker in favour of the beneficiary rather than directly to the beneficiary 
himself 

3 Payment as per terms of the agreement The buyer is assured that 
payment to the beneficiary shall be made only when the latter submits the 
documents and the bill to the correspondent banker strictly in "ccordancc 
with the terms of the agreement entered mto fay the buyer and the banker 
and conveyed through a letter of credit 

4 Lesser cost!} The method of payment through L/c is less costly as 
compared to other modes of payment It enhances profit margin of the buyer 

ADVANTAGES TO BANKERS AND OTHER INSTITtniONS 

Bankers and other institutions that play an important part as inter 
mediaries also find it convenient to use L/cs for the settlement of trade trans 
actions These advantages are enumerated hereunder 

1 Increase in Banking Dutiness Payments through L es insohc 
services of two or more than two banks Importers bank, correspondent 
bank, confirming bank, negotiating bank exporter s bank and so on help m 
the rnechanism of L/ci All this increases the business of the barking sector 
as a whole 

2 Foreign Exchange Expertise Bankers handling foreign L/cs render 
expert services to the importer and exporter because bankers experience of 
several years in this respect helps them solve problems of every sort concern 
ing foreign exchange 

3 Enhancement of International Co operation and UmUrstanding 
Letters of Credit involve services of two or more banks of different countries 
This increases international co operation and understanding in the present 
age of disturbing politics 

UNIFORM CUSTOMS AND PRACTICES FOR 
DOCUMENTARY CREDITS 

The International Chamber of Commerce first codified ih* UCPDC in 
1933 and thereafter it was revised from lime to time Presently the 1974 
revision (Publication No 290) is applicable Nearly 144 countries have 
accepted the membership of Ihc UCPDC This codification helps all the 
member countries to adopt uniform customs m the matter of documentary 
credits so that various transactions in the international trade occur smoothly 
The major provisions of the UCPDC are given in the following paragraphs 
to facilitate ready reference 

GENERAL PROVISIONS AND DETtNITIOSS 

(a) These provisions and definitions and the followmc articles apply to 
all documentary credits and are binding upon all parties thereto 
unless otherwise expressly agreed 

(h) For the purposes of such provisions dcHn uons and ^ 

expressions ‘documentary anJ ‘crcdiif*) 
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mean ary arrangement, ho»e\er nained or descnbsd, whereby a 
bani (the issuing bank), acting at the request and m accordance 
with the instructions of a customer (the applicant for the credit), ts 
to make pa>ment to or to the order of a third party (the beneficiary) 
or IS to pay, accept or negotiate bills of exchange (drafts) drawn by 
the bcneOciary, or authorises such pajmenls to be made or such 
drafts to be paid accepted or negotiated by another bank, agamst 
stipulated documents and compliance with stipulated terms and 
conditions. 

(e) Credits, by their nature, are separate transactions froni the ssIk or 
other contracts on which they may be based and banks are in no 
way concerned with or bound b) such contracts 

(d) Credit instructions and thecrcdils thcnischcs must be complete and 
precise and, in order to guard against confusion and misunderstand' 
ing, issuing banVs should discourage any attempt by the applicant 
for the credit to include excessise details 

(e) When the bank fint entitled to asml itself of an option, it enjoys 
under the following articles, docs so, its dcasioo shall be binding 
upon all the parties concerned 

If) A beneficiary can m no case axml himself of the contractual relation¬ 
ships existing between banks or betvxeen the applieaol for the credit 
and the usumg bank 

A. TORJl MtD NOTinCATIOS OF OtEOlTS 
Articfe I 

(а) revocable, or 

(б) irresocable 

All credits, therefore, shoufd clear/y indicate whether tbej are revocable 
or irres ©cable 

In the absence of such indication, the credit shall be deemed to be 
revocable, esen though an expiry date is stipulated 
Article 2 

Arcsocable credit does not constitute a legally binding undertaking 
between the bank or banks concerned and the benefinary because such a 
credit may be modified or csocelicd at any moment without notice to the 
beneficiary 

When, howeter, a resocable credit has been transmitted to and made 
avaiJable at a branch or other bank, its modiCcotion or cancellation shall 
become effective only upon receipt of notice thereof by such branch or other 
bank and shall not effect the right of that branch or other bank to be 
mmbuned for any payment, acceptance or □egobstinn made by it pnor to 
receipt of such notice 
Article 3 

An irrev ocable credit is a definite undertaking on the part of an issuing 
bank and constitutes the engagement of that bank to the beneficiary or. as the 
case may be, to the beneficiary and bonafide holders of drafts drawn and/or 
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documents presented thereunder, that the provisions tot payment, acceptance 
or negotiation contained m the credit will be duly fulfilled, provided that all 
the terms and conditions of the credit arc complied with 

An irrevocable credit may be advised to a beneficiary through another 
bank without engagement on the part of that other bank, (the advising bank), 
but when an issuing bank authorises another bank to confirm Us irrevocable 
credit and the letter does so, such confirmation constitutes a definite under¬ 
taking on the part of the conttrmtng bank either that the provisions for pay¬ 
ment or acceptance will be duly fulfilled or. in the ease of a credit available 
by negotiation of drafts, that (he confirming Sank will negotiate drafts 
without recourse to drawer 

Such undertakings can neither be modified nor cancelled without the 
agreement of all concerned 

Article 4 

When an issuing bank instructs a bank by cable, telegram or telex to 
notify a credit and the original letter of credit itself is to be the operative 
credit instrument, the issuing bank must send (he original letter of credit and 
any subsequent amendments thereto, the beneficiary through the notifying 
bank 

The issuing bank wi(( be responsible for any consequences arising from 
Us failure to follow this procedure 

Arttele 5 

When a bank is instructed by cable, telegram or telex to issue, confirm or 
advise a credit similar m terms to one previously established and which has 
been the subject of amendments, it shall be understood that the details of 
the credit being issued confirmed or advised will be transmitted to the 
beneficiary excluding the amendments, unless the instructions specify clearly 
any amendments which are to apply 

Article 6 

If incomplete or unclear instructions are received to issue, confirm or 
advise a credit, the bank requested to act on such instructions may give 
preliminary notification of the credit to the beneficiary for information only 
and Without responsibility, and in that case (he credit will be issued, con 
firmed or advised only when the necessary information has been received 

LiAtitLTTirs AND nrsuosstiiiLnita 
Arucle 7 

(tanks must examine aft documents with reasonable care to ascertain 
that they appear on their face to be in accordance with the terms and 
conditions of the credit 
Article 8 

In documentary credit operations all parlies concerned deal in documents 
and not m goods 

Payments, acceptance or negotiation against documents which appear on 
their face to be m accordance with the Icnns and conditions of a credit by a 
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banl: authorired to do so, brads the party giving the authonzafion to fake up 
the documents and reimburse the bank which has effected the payment, 
acceptance or negotiation 

If, upon receipt of the documents, the issuing bank considers that they 
appear on their face not to be in accordance with the terms and conditions 
of the credit, that bank must determine, on the has s of the documents ajoce 
whether to claim that payment acceptance or negotiation was not effected 
in accordance with the terms and conditions of the credit 

If such claim IS to be made, noJice to that effect, staling the reasons 
therefor, must be given by cable or oUiet expeditious means to the bank 
from which the documents have been received and such notice must stale that 
the documents arc being held at the disposal of such bank or arc being 
returned thereto The issuing bank shall have a reasonable lime to examine 
the documents 

Arttcfe 9 

Banks assume no liability or responsibility for the fonn, sufficiency, 
accuracy, genuineness, falsificaiioa or legal effect of any documeaU, or for 
the general and/oi particular conditions stipulated m the documents or 
superimposed thereon, nor do they assume any liability or responsibility for 
the description, quantity, weight, quality condition, packing delivery, value 
ot existence of liie goods repTescnied thereby, or for the good faith or acts 
cad/or omissions, solvency peribrinance or standing of the consigner, the 
carriers nr the insurers of the goods or any other person whomsoever 

AtucU 10 

Banks assume no liability or responsibility for the coutcqueoces aruiog 
out of delay nnd/or loss in transit of any messages, letters or documents, or 
for delay, muttlatioa or other errors arising m ibe transmission of cables, 
telegrams or telex, or for errors m franslalion or interpretation of technical 
terms, and banks reserve the right to transmit credit terms without translating 
them 

Article J1 

Banks assume no liability or responsibility for consequences arising out 
of the interruption of their business by smkes. lockouts, riots, civil com 
motions, insurrections, wars, Acisof God or any other causes beyond (heir 
control Unless specifically aulhoiizes, banks will not effect payment 
acceptance or negotiation after expiration under credits expiring during such 
interruption ofbusiness. 

Article J2 

Banks utilising the services of another bank for the purpose of giving 
effects to the instructions of the applicant for the credit do so for the account 
and at the risk of latter 

They assume no liability or responstbihty should (he insfructions they 
transmit not be earned out, even if they have tberosehes taken the loitiatiie 
in the choice of such other bank The applicant for the credit shall be bound 
by aad liable to indemniry the banks against all obligations and rcsponsibili 
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ttes imposed by foreign laws and usages 
Article 13 

All instructions to issue, confirm or advise a credit must state precisely 
the documents against which payment, acceptance or negotiation is to be 
made Terms such as ‘first class', ‘well known’, 'qualified' and the like shall 
not be used to describe the issues of any documents called for under credits 
and if they are incorporated in the credit terms banks will accept documents 
as presented without further responsibility on their part 
Article 14 

Except as stated m Article 12, the date of the Bill of Lading or date 
indicated in the reception stamp or by notation on any other document 
evidencing shipment or despatch, will be taken in each case to be the date of 
shipment or despatch of the goods 
Article IS 

If the words 'freight paid’ or ‘freight prepaid’ appear by stamp or 
otherwise on documents evidencing shipment or despatch they will be accepted 
as constituting evidence of the payment of freight 

If the words freight prepayable’or'freight to be prepaid* or words of 
similar effect appear by stamp or otherwise on such documents they will not 
be accepted as constituting evidence of the payment of freight 

Unless otherwise specified in the credit or inconsistent with any of the 
documents presented under the credit, banks may honour documents stating 
that freight or transportation charges arc payable on delivery 
Article 16 

A clean shipping document 1$ one which bears no superimposed clause 
or notation which expressly declares a defective eondition of the goods and/ 
or the packaging 

Banks Will refuse shipping documents bearing such clauses or nofrlions 
unless the credit expressly states clauses or notations which may be accepted 
Article 17 

Unless specifically authorized in the credit. Dills oflading of the follow¬ 
ing nature will be rejected 

(o) Bills of Lading issued by forwarding agents 

(h) Bills of Lading which arc issued under and are subject to the 
conditions of a Charter Party 
(c) ITiffs orC.ad'inf covering sfiipmcnt 6y saifing vessefs 
However, unless otherwise specified in the credit, bills oflading of the 
following mature will he accepted 

(a) ‘Port’or‘Custody* Bills of Lading for shipments of cotton from 
the United Stales of America 

(h) ‘Through* Bills of lading issued by steamship companies or their 
agents e\en though the) cover seven! modes of trantport 

Article 1^ 

Unless otherwise specified in the credit, bills of lading must show that 
the goods arc JovdeU on board 

Loading on board may be evidenced by an on board bill oflading or 
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by means of a notation to that effect dated and signed or initialled by the 

earner or his agent, and the date of this notation shall be regarded as the 
date of loading on board shipment 
Article 19 

Unless transhipment is prohibited by the terms of ihe credit. Bills of Lad¬ 
ing will be accepted which indicate that the goods will be transhipped enroutc, 
provided the entire voyage is coveri.d by one and the same bill of lading 

Bills of Lading incorporating printed clauses stating that the earners 
have the right to tranship will be accepted notwithstanding the fact that the 
credit prohibits transhipment 
Article 20 

Banks will refuse a Bill of Lading showing the storage of goods on 
deck, unless specifically authorised in the credit 
Article 21 

Banks may require the name of the beneficiary to appear on the Bill of 
Lading as shipper or endorser, unless thcletms of the credit prosidc otherwise 
Article 22 

Banks will consider a Railway or Inland Waterway Bill of Lading or 
Consignment Mote, Counterfoil Waybill, Postal Receipt, Certificate of Mailing, 
Air Mail Receipt. Air Transportation Waybill, Air Consignment Note or Air 
Receipt, Trucking Company Bill of Lading or any other similar document as 
regular when such document bears the reception stamp of the earner or 
issuer, or when it bears a signature 
Article 23 

When a credit calls for an attestation or certification of weight m the 
case of transport other than by sea, banks will accept a weight stamp or any 
other official indication of neigbi on the shipping documents unless the credit 
calls for a separate or independent certificate of weight 
Article 24 

Insurance documents must be as specifically described in the credit, and 
must be issued and/or signed by insurance companies or their agents or by 
underwnters 

Cover notes issued by brokers will oot be accepted, unless specifically 
aulhonzed in the credit 
Article 25 

Unless otherwise specified in the credit, banks may refiise any insurance 

documents presented if they bear a date later than the date of shipment as 
evidenced by the shipping documeols 
Article 26 

Unless otherwise specified in the credit, the insurance document must be 
expressed in the same currency as the credit 

The minimum amount for wbit* insurance must be effected is Ihc C!F 
value of the goods concerned However, when the CIF value of the goods 
cannot be deicrmmed from the documents on tbcir face, banks will accept as 
such minimum amount, the amount of the drawing under the credit or the 
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Amount of (he relative commercial invoice, whichever is the greater 
Article 27 

Credits must expressly state the type of insurance required and, ifany, 
the additional risks which are to be covered Imprecise terms such as 'usual 
nsks Of ‘customary risks’ shall not be used Failing specific instructions, 
banks will accept insurance cover as tendered 
Ar/iclc 23 

When a credit stipulates 'insurance against all risks' banks will accept an 
insurance document which contains any ‘all risks' notation or clause, and will 
assume no responsibility if any particular nsk is not covered 
Article 29 

Danks may accept an insurance document which indicates (hat the cover 
IS subject to a franchise, unless it is specifically stated in the credit that the 
insurance must he issued irrespective of percentage 
Article 30 

Unless otherwise specified in the credit, commercial invoices must be 
made out in the name of the applicant for the credit Unless otherwise speci¬ 
fied m the credit, banks may refuse invoices issued for amounts m excess of 
the amount permitted by the credit 

The description of the goods »n the cemmercia) invoice must correspond 
with the description m the credit In (he remaining documents the goods may 
be described in general terms 
Article 31 

When other documents arc requited, such as Warehouse Receipts, 
Delivery Orders, Consular Invoices. Certificates of Origin, of Weight, of 
Quality Of of Analysis, etc , without further definition, banks may accept such 
documents as tendered, without responsibility on their part 

MISCELLANEOUS PROVISIONS 

Article 32 

The words ‘about’, ‘circa’ or similar expressions arc to be construed as 
allowing a difference not to exceed 10% more or 10% less, applicable, accord 
mg to their place m the instructions, to the amount of the credit or to (he 
quantity or unit price of the goods 

Unless a credit stipulates that the quantity of the goods specified must 
not be exceeded or reduced, a tolerance of 3% more or 3% less will be per- 
missible, always provided that the total amount ofthc drawings does not 
exceed the amount of the credit This tolerance docs not apply when the 
credit specifics quantity in terms of packing units or containers or individual 
items 
Article 3i 

Partial shipments are allowed, unless the credit specifically states other 
wise Shipment made on the same ship and for ihe same voyage, even if the 
Bills of Lading evidencing shipment ‘On Board’ bear different dales, will not 
be regarded as partial shipment 
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Article 34 

If shipment b> instalments wittHn gi\en periods allowed for that inslal- 
ment, the credit ceases to be available for that or an> subsequent instalment, 
unless otherwise specified in the credit 
Article 35 

All irrevocable credits must stipulate an expirj date for presentation of 
documents for pavraent acceptance or negotiation notvnthstanding the indi¬ 
cation of a latest date for shipment 
Article 36 

The words *fo\‘ontil’, till and words of similar import applying to li* 
expiry date for presentation of documents for pavmcni, acceptance or ne^'otia 
tion or to ihe stipulated latest date for shipment, will be understood to inclnd” 
the date mentioned 
Article ^7 

ttTien the stipulated expirj date falls on a daj on which banks are dosed 
for reasons other than those mentioDcd m Article II, the p*fiod efvaljdibf 
will be extended until the first following business daj 

This docs not apply to the date for shipment which, if stipulated, must 
be respected 

Banks pa>iiit:. accepting or oecotiating on such extended expiry date 
must add to the dociuseats theircrmfication la the following wordioc 

‘Presented for payroenl (or acceptance or nejcUalicn as the case mav be) 

within the expiry date extended in accordance w ith Article 37 of the 

Uniform Customs * 

Article 3S 

The validity of a mecable credit if no date is stipulated, wdl he conn 
dered to have expired six months from the date of the notification "vent to the 
beneficiary by the bank with which the credit is available 
Article 39 

Unless otherwise expressly slated, any extension of the stipulated latest 
date for «hipinciii shall extend for an equal period the validity of Ihc crrfit. 

■NSTiere a credit stipulates a latest date for shipment, an extension of the 
penod of validity shall not extend Ihe penod permitted for shipment unless 
otherwise expressly stated 
Amcle 40 

Unless the tenns of the credit indicate otherwise, the words •departure*, 
‘despatch’, ‘loading’ or‘sailing’ used in stipulating the latest date for shipment 
of the goods wHl be understood lobe synonymous with ‘shipment’ 

Expressions such as (‘prompt’,‘immediately’.‘as soon as possible’and 
the like shonid rot be used If they arc used banks wdl interpret them as a 
request for shipment within thirty days from the date cm the advnes of the 
cr^t to the beneficiary by the issuing bank or by an advising bank, as the 
case may be 
Article 41 

Documents must be presented within a reasonable time after issuaac- 
Payiac, accepting or negotiating banks may refuse documents if, in their judg- 
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ment, they arc presented to them with undue delay 
Article 42 

Banks are undtr no obligalion lo accepi prescnlalion ordocumenls ont 
Side their Banking hours 

terms Tirst half, 'second half of a month shall be eonstrned 
respecttvelyasfromthe 1st to 15th, and the 16th to the last day of eaeh 
month, inclusive 

^"'Thf terms 'beemmng'.'middle' or 'end'of a month shall be eonstrned 
respemively aTfrom the IsUo the 10th, the 11th to the 20.h, and the 21st to 
the last day of each month, inclusive 

''"'whfn a bank issuing a credit instructs that the credit be eonfirmed or 
advised as available 'for one monlh', for sie months or the like, hot dMS not 
sSy the date from whieh the time ts to run, the eon irming or advising 

b?nk will confirm or advise the credit as espumg at the end of such indicated 
period from the date of ns confirmation or advice 

TRANSfERABLE CREDIT 

'’"“'I imnsfenble credit is a credit under which the beneficiary has the right 
^ in.Vruet ons to the bank called upon to effect payment or acceptance 
to give entitled to elTect ncgolialion lo make the credit available in 

°V lem' in t .0 0 "= Of more Htt'd patttes (second beneficianes) 

' a credit can be transferred only if it is eipressly designated as transfer- 
A credit can •divisible’, •fraeiionabic’, ‘assign 

SI? LV".S='^add"rhm;.o the meaning of the term '.tansferahle' 

ferable credit (nut escee are not prohibited, and 

be transferred separate y.p 1^ ^ considered as conslituling only one 

“fer'^r.hcSed”,'. The credit can be tramferted only on the terms and 
transfer of the credit ccepl.on of the amount of 

conditions specified in g „r the period of vahdily or 

the credit, of " ^ P ^ be reduced o r curtailed 

penod for shipment, y r,_.i,en.r,ciary can be substituted for that 

Addilionally the name onb 6« b»eto 

SlwS^u^S b;"^^^^ 10 "PPO- ■" 

'Z the invoice, ‘"f "YaXSgt.tmtmuS'?^ own invoices for those 

Tlic first bcnefieiaty has the ngni m 

„nhe second t»netary for — r.„, 

.tipulalcd in for the d.lTcrcnce, ifany. bc.veen hi. 

ro?«^nd".h"^»cf.e»r,-s mvoices Mhen a credit has been 
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transferred and the first beneficiary is lo supply his own invoices in exchange 
for the second beneficiary’s in\oiccs but fails to do so on demand, the paying, 
accepting or negotiating bant has the ngbt to deliver to the issuing bant the 
documeots received under the credit, including the second beneficiary, 
invoices, without further responsibihty to the first beneficiary 

The first beneficiary of a Iransrerable credit can transfer the credit lo a 
second beneficiary in the same country, but if he is to be pcnnittcd to transfer 
the credit to a second beneficiary be shall have the right to request that 
payment or negotiation be effected to the second beneficiary at the place to 
which the credit has been transferred, up to and including the expiry date of 
the original credit, and without prejudice to the first beneficiary’s right 
subsequently to substitute his own invoices for those of the second beneficiary 
and to claim any difference due to bun 

The bank requested to effect the transfer, whether it has confirmed the 
credit or not, shall be under no obligation lo make such transfer except to 
the extent and m (he manner expressly consented toby such bank, and until 
such bank’s charges for transfer arc paid 

Bank charges entailed by transfers are payable by the first beneficiary 
unless otherwise specified 

THE ICC ARBITRATION CLAUSE 

One of the ICC’s main activities is to proMde, through its arbitration 
clause, international facilities for avoidiog or rcsohing business disputes 

The ICC arbitration clause states that *ali disputes anting in connection 
with the present contract shall be finally settled under the Rules of Conetllia- 
tion and Arbitration of the Icteinalional Chamber of Commerce by one or 
more arbitrators appointed in accordance with the Rules ’ Copies of those 
Rules, and also of the Guide to ICC Arbitration, are available from ICC 
Headquarters, 38, Cours Albert'ler, 75 Pans Vltle, or from any of its 41 
national Committees throughout the world 

Adding the ICC arbitration clause to all foregtn contracts not only 
guarantees a rapid and effective method oF settling a business dispute, but also 
as nearly 50 years' experience has proved, has a deterrent effect and tends to 
prevent such disputes from snstog 

The parties can agree lo submit a dispute to ICC arbitration even if the 
contract does not contain the ICC arbitration clause 
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MISCELLANEOUS SERVICES 
TO CUSTOMERS 


In this dynamic age. the business of banking is no more limited to mere 
deposits or withdrawals of money by ihe customers Investment offunds by 
lending to various classes of people engaged m various economic activities » 
also a regular function of every bank Moreover, such financing has to be 
done essentially by a bank for keeping itself well known m socio'economic 
circles 

Diversification and expansion of banking business is permitted by law 
wilhm certain specified areas Accordingly, banks tender miscellaneous or 
ancillary services to their customers and non-customers A host of these 
services are being rendered traditionally while som: others arc being ofTered 
by banks in their efforts to win more and more business from the people 

Miscellaneous services commonly offered by banks are 

1 Remittance of funds—issue of letters of credit, drafts, traveller 
cheques, gift cheques, credit cards 

2 Hiring out safe deposit vaults or lockers 

3 Safe custody of valuables 

4 Executing standing instructions 

5 Underwriting of shares, bonds and debentures 

6 furnishing Credit reports and information 

7 Trustee, executor or administrative services 

8 Consultancy serv ices 

9 Acting as atioimey or representative of client* 

10 Mecchaot banking 

11 OfTcriog of bid bonds and performance guarantees 

12 Premium Prize Bond* 

Every banker should be well acquainted with the procedural matters 
regarding these services so that coslomcn do not feel dissatisfied. 

REMITTANCC OF FUNDS 

Ranks can render this service more suitably and quickly through their 
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couBtr>’ttide net viork of branches The speedy rcmitlance of funds mav be 
required by both, the people belonping to business-class as %\ell as to non- 
busincss class Although a fess other agencies for remittance of funds like post 
offices and private companies also provide this facility but for distinct 
advantages like bulk remittances, nominal charges, safety, certainty and 
quickness people are attracted to banks for effecting remittances Banks 
Dormally offer the following systems for remittance of funds to suit the needs 
ofdi/refcflt customers and public 

BANK. DRAFTS 

This IS ihe most coromoc form of remiitaace for small as well as large 
sums Any person, whether customer or non-customer may, afler depositing 
the money aloogwith the back commission, requests the bank to issue a bank 
draft to him in favour of the payee and payable on demand to him or to his 
order Although all matters Tc\atmg to bank drafts have nliradj been dis- 
cussed in an earlier chapter, yet cenam special features of a bank draft are 
given hcreuodcr 

1 It IS drawn by one office of a bank open another office of the same 
bank 

2 Where special arrangemeats exist. It may also be drawn on another 
office of another correspondent bank 

3 It may or may not be crossed 

4 The purchaser has to forward it to the payee at biS destination 

5 The payee has to present it for eocasbrnent at the drawee bank’s 
counter himself or through his banker in cleanng 

6 It cannot be made payable to the bearer 

7 A bank draft may be trealed as a bill of exchange, as has been held 
by certain High Courts ' 

8 For the purpose cf avatlmg protection by the paying bank and the 
collecting bank under Section 55 <A) and 131 (A) of the Negotiable 
Act’ rcspectucly, the bank draft ftas to be treated as a cheque 

9 The‘stop payment* order of a payee or an endorsee or the usuiog 
banker may cstitiousfy be complied with by the paying banker The 
purchaser has no right to stop payment of a draft. 

10 Where n draft is lost, a duplicate draft may be issued at the request 
of the pureha.ser 

1} Cancellation of a draft by the issuing bank at the request of the 

purchaser is possible provided the latter has not made its delivery, 
actual or constructive, to its payee 


»TljeAlJahabadHi6hCourtiaJ S SkAla rt TMe Punjab hattanal Be-ti 
(1950) and the Cajentta High Court 10 Stast BMk of India end anoiher vs, Jj-oti Panj:m 
Majamder (1970) 

* Section 85(Ay provides protection against payment of a forged endorsement, 
and Section lit (A) provides protection 10 a eollccljns baoVer asauist crossed 
dtafti. 
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LtrTER OP CREDIT 

A 'Letter of Credit' is another important method of remitting funds It 
IS an instrument whereby a banler at a certain place authorises a banker at 
anotherplacetohonourchcquesordraftsofthcpcrson named therein upto 
the stated amount Letters of Credit, popularly known as L/cs, may be of 
socra! types, as discussed in a prevrous chapter A 'Travellers Letter of 
Credit’ for small amount is not suitable for persons touring uithin or outsrde 
the country A 'Commercial Letter of Credit* is suitable for persons engaged 
in buying selling trade or export import trade 

The person requiring a particular type of L/c has to apply for ii and also 
deposit the requisite amount with the banker concerned In case the applica¬ 
tion is found to be sitisfactory, the applicant’s bink shall issue the required 
L/C in favour of the buyer The buyer can obtain payment under such L/c 
from the bank concerned in accordance with the specified conditions 

A‘Circular Letter of Credit* may be of great help to the traveller who 
likes to draw money at various places he plans to visit Circular letters are 
afvvaysaccompanied With a'tertcr of indication* The paying hanker makes 
payments under this L/c till the entire amount stated therein is drawn A 
‘Circular Ndlc’ is also an improved form of L/c and the issuing banker 
issues them to the applicant for a round sum of money A person may 
purchase several ‘Circular Notes’ to avail them at different places. 

TRAVELLER CHEQUES 

Persons travelling within the country or travelling abroad may putchase 
‘Traveller Cheques which are available in fixed denominations, say R$ 50, 
Rs 100, Rs 500 or Rs 1,000, or if m foreign currency, say $ 50, S 100 and 
so on The purchaser has to deposit the requisite amount with the issuing 
bank denoting in the formal application the number of cheques and their 
denominations he would like to have Normally these cheques arc drawn 
on the issuing bank itself The purchaser is required to sign these cheques 
before an official of the issuing bank lie hss to countersign each cheque 
again at the space provided therein at the lime of encashment The two 
signatures must tally The person purchasing the travellers cheques need not 
open an account with the bank Both cusloroeis and non customers can avail 
of this facility for remitting funds No commission is charged by banks for 
this facility The issuing bank utilises the funds by sale of cheques without 
paying interest thereon In case of loss of such cheques, the purchaser i» 
safe because without his counter signatures on the cheques their payment is 
not possible 


GIFT CHEQUES 

Like traveller cheques, gift cheques are also sold by bank* agamd 
payment m cash Gift cheques are solely meant for the purpose of 
them as gift or present on auspicious occasions of birllnlays 
ceremonies or festivals They arc pnuted lu an arimie and '' ‘ 

to attract the altenlioa of,he bolder. Gifl cheques are sold hy^banVi^frce 

of charge The payee whose name is mserted in ii by the p 
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pnt his/hcT signatnre at the time oFencashment at the pajing bank’s counter. 

, C3tEDIT CARDS 

This sophisticated technique, which destloped fir^t in the USA, has now 
been spreading all oicr the world Baids la Bntam, France and Japan have 
adopted it widelj credit cords are not jet in ranch use m India. Such 
plastic cards obviate the nea: 5 sit> of inajimg cash payment for purchase of 
poods or services The system of Credit cards is an improved fonn of letter 
of credit’ The issuinp banh’s name and emtxis'ied code numbers are given 
on the card It also bears a 'T>ccim*n signature of the holder The tssnmg 
bank determines the amount of credit of the card holder Leeping in new his 
standing, means, and crcditw onhtncss The card holder has to sign in the 
presence of the pajee These ‘ignatures must tail) with the 'pecaaea 
signature already given on the card 

A credit card transaction »s as «imple as pajiog cash or perhaps even 
simpler The buyer at the time of purchase presents the credit card to the 
trader, who enters the particulars of the purchase price, card number, etc. 
in a bill form made out m triplicate and has n signrf the cardholder 
These signatures must tally with the $psrun»n signature given on tbecard. 
The trader then submits the bills for collection to the eonioroed hauler, who 
shall debit the aoounts to the card holder's account in ap pr CT To te monthly 
orp'nodical imtalmeots and give correspondiag credit to the eeae*nied 
sdler The recovery from the cord bolder 15 arranged as to leave a cash 
margin on the ho!d*T*s account for his other needs LooLing to the are 
of this eouniiy and a large population of fived wpee earners adoptsoa of 
credit card system woLld prove mu:h useful Besides, other benefits atermng 
from credit cards are, 

(a) Through rhis technique cash resources are mopped up and urresled 
la pnonl> scciors and essential industries. 

(&) It w orks profitably for the banLs 

(e) Ii hangs down the quantum of coles la cirralation and thus sztk 
valuable foreign exchange for purchase of special grade psp*? and 
curtails printing cipenses of cores. 

(d) It gives boosl to veJociiy of circulacon money which proves an 
anti-infiaiiDcary force 

(e) It canbringto cseunaccouDlcd blacl raouey whjrh has contiauousJj’ 
plagued our economy 

In India the Din'rs club credit cards are most famous. The Diners 
Club Internationa] has 3‘’D0 estabhshineiits uadex its coatraci to honour ns 
credit cards presented by Ihe members 

3IAIL ■niAKSFER (m/t) 

This type of reroittsDcc faceliiy iS avzrlabJe to cuslomers only The 
customers inamtaming accounts both at the remitter and frenittee) 
branches of the bank are prondal this ^ervK*- f/rc cf charge in other cases 
bants charge certain commission from the peron remiuing funds. A msil 
transfer or generally known as ‘MT.’, takes more than a week in transit 
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because the remitting bnnch of the bank has to send its advice to the remittee 
branch by post 

Tri.cGRAi'tttc TRANsrrn (t/t) 

Where the person wants to remit funds without any delay, he may 
request the bank to remit funds by telegraphic message to its other branch 
The remitter h^nk mikes a specni cUicge for this type of cemiU The 
remitter bank liter nnkes n written confirmition of the telcgnphie cahje or 
telex message sent by it to the remittee bnnch However the latter need not 
wait for the receipt of the written confirmition by post and it credits the 
necessary amount to the recipient s account on receiving the telegraphic 
advice which ccnerally hears n secret check signal aiitlicnticiimg the message 

Tirr RcsfRvr nANt, or inoia s RCMitTANcr rACiurtcs scitrstr 1975 

The Rcmittarcc ficifities Scheme of (he Reserve Rank of Ind n (RBf) is 
helpful to the government the scheduled birks and the general public m 
remitting funds quickly from one phcc lo another place and it a minimum 
cost The intcgntcd Rcmiitincc I acilitics Scheme was first put m operation 
by the Reserve Rank in 1940 Since tl cn tt his l>cen amended from time to 
time The salient features of the latest scheme tn operation since ht August 
1975 nre given below 

1 This scheme is operative between various centres where the RDI 
his Its olTIccs or branches, or currency chests run by its agencies or 
by (fcnsurics and sub trcisunes of (he Covernment 

3 The Stife Oink of lndii its seven Associates md illilie rationalised 
banks hive been appointed agencies of the Reserve Rink for the 
purpose of this scheme The remittance facilities throuch these 
agencies shill he ivulnblc at all mclropohian centres and at all 
places where District, Tehsil or Taluka offiLCs arc located 

3 The various modes of rcmittmccs recognised under the scheme are 
ns fulfows 

(o) Telegraphic (ransfer of funds between Reserve Rank offices, 
jts agencies ond treasury agencies 

(A) Mai) fnnsfer of funds between accounts maintained at Reserve 
Rank ofliccs and its agencies This excluls the treasury 
ofcncies 

(f) Reserve Dink drafts used for remittances between Reserve 
Rank offices its agencies and treasury agencies * 

4 The unJcrnoled parties ate entitled (o rcniittinecs under this 
scheme 

(/) Central and State Governments 
(W) Local Funds 
(III) Scheduled Ranks 
(tv) Non scheduled Ranks 

»Thi» dw* not Include ftin Itinceoffimtifrom one oTce of in *r<ney b*nk in 
ino(hefoniceofifieMn>e»ecfK)-banl Suchrem iijjjcc jniy be miJe lhroo|h beck 
drlfu not fillins under ihiv vcheme 
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(0 Stale Co-operahv c Basis 
(1 ij Public, 

5 Remittance facilitirt to scheduled blobs are as-adable oa the follow¬ 
ing terms 

(i) Transfers betneen y?rro'nfa or RMerre Bcrb Q^r« are allowed at 
par in the multiples of Rs !0 OOO. subject to a minimuia of Rs. 
*^0,000 There is no limit for frrquencj of retntttances 
(i;) Transfers from ce egonn office lo an creount rrantenerd vith the 
Re,ferTe BanX, are allowed at par in the multiples of Rs 5000, 
subject lo a minmum of Rs. 25,000 Such transfers mas be made 
four times a weel. 

(nr) Trunifers from an ocoount mth the Reserre BanX tocregenr) office. 
are allowed at par in the muUip’cs of Rs ^ 00'* subject to a ramj- 
rautn of Rs 25 000" frequencies allowed are fifteen limes a w«L. 

(rr) Transfer frem an agenn office to tti acccrcnt vtlh the Reserre Bs^'k 
are allowed at a premiurn of 2 pai^e p'r bundred rupres w;lb a 
mmiinum ofRc 1 No limits on amounts and frequencies. 

(r) All other remmances 

{a) Favouring themselves or a commercial or a co-op'raPiu back 
or 3 co-operaijve ^»ei\ upio Rs 5,000 at a premium of Spaise 
per hundred rupees witha minimum of Re. I and over Rs-■'ftW 
at 2 paise per hundred rupees with a mmimuia ofRs. 1.50 
lb) Favouring other parties uptoRs. ^ODOata premium of 6pais» 
per hundred rupees with a minimum of Re 1 ow Rs 5000, 
the rates of premium will be 3 paise per hundred nipets wtih a 
minimum of Rs 3 

There shall be no hemts oo frequencies of icmittances under (a) and (b) 
above 

6 Jtemittanees bi the GenereJ Puhhc Amocats mav beremiitedbj the 
general public throuch RBI o&kes, its agencies, and treasury s'^ocies through 
Drafts or Mail Transfers upto Rs 5000 at a charge of 12 paise p-r hnndmJ 
rupees mih a minimum of 25 patse 

The public mav also remit funds thiougb telerraphic transfers ‘b*tn ten 
accounts maintained at agencies with a minunum charge of Re 1 upto Rs 
5000 and of 6 paise per hundred rupees, vnih a minimum of Rs 6 for remit 
lances over Rs 5000 

LETTING OUTSAFE DEPOSIT VAULTS OR LOCKERS 

Almost all big commercial banli offer the facilitj of safe deposit vaults 
or loclrrs to ibcir customers in melroprditan centres, big aties and towns Bj 
Ibis servnee bankers provide an aitraciue facility to the p»op!e to come in 
ifaeirfold In an environment of msecunty prevailing at present nobodj 
wants to leep valuables with him at home BanL locLe^ are considered a 
safe and «vecurc place where people can Leep their gold and d amends, cash, 
share scrips,jewcllerj, valuabledocoiDentsandoticrtlungs requiring seertej 
Even these have become a good hide-ont for belongings of bladw money 
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holders A locker may also be a convenient repository for a goldsmith, a 
jeweller and a diamond dealer Bank lockers or vaults arc generally con¬ 
tained m heavy steel frames not easily movable These steel cabinets con¬ 
taining 50 to 200 lockers each are kept in a strong room on the ground floor 
Lockers arc generally available in three sizes, namely, small, medium and 
large Mostly medium size lockers are demanded by those who want to store 
silver or gold utensils or other valuables like scrips or government securities/ 
bonds/ccrtificafcs The banker should carefully study the loci) demand of 
lockers of various sizes Jest his mveslmcnt in a particular size remains unuti¬ 
lised The rent of lockers is also according to their size, ranging from Rs *<0 
to Rs 200 

The relationship between the banker and the hirer is that of licenser and 
licensee and not that of lessor and lessee’because (/) the physical possession 

and control of lockers remains with the banker (//) the hirer cannot open 
his locker without the use of master Key by the banker (n/) the hirer docs 
not acquire the right to assign or sublet the locker, and (n) the hirer docs 
not acquire any other interest in the locker escepi the privilege to use it as a 
repository 

PROCrOURP FOR ItlRINC A LOCKER 

A banker hiring out a locker to its customer should fonow the procedure 
narrated below 

1 The person intending to lure i locker may be asked to open a saving 
bank account or a current account m single or joint names, as may 
be necessary 

2 The hirer should be asked to maintain at all limes minimum balance 
ofsayRs 200loRs 500 m his account during the period the locker 
reimins on hire Some bankers note i ben of the minimum balance 
on the hirer’s account 

3 The hirer should also be asked to tile an lulhority with the banker 
to debit rental charges as and when they fail due (0 the account of 
the former 

4 Lockers may be let out in individual names or joint names Joint 

hirers may choose any one of the following styles for operation of 
the lockers (n) either or survivor, (b) any one or survivors or 
survivor (c) All jointly or survivors or survivor 
The styles once chosen are generally not changed subsequently 
till the continuance of the account 

5 A minor or a blind should not be allowed singly or jointly to hire a 
locker 

6 An illiterate person may be aliened to operate a locker niih ade¬ 
quate precautions by attaining his passport size photo and by 
attestation of his thumb impression by two respectable penons or 
those known to the banker 

«/? At La!l*s nu»lvftM‘>t>rrCo /«d * tiJ (AtR PM SC I7J) A 
rs rUn Ilusioln (AIR P65, SC 610) 
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? The hirer should fill in and sign a ‘lease docuffienl’, coataimog 
terms and conditions of hiring a locLer 

S The hirer must leep full secrecj about the ‘code word’, if gisen by 
the hanVer, for his lochcr and retain the hey of the Iccler safely 

banter's PRECAUnOVS 

Aflcr allottins a locker on icni. the banker should talc the following 
prtcauuoas 

1 The kcj must be tes’ed berore handme it oscr to the hirer 

2, The master lej ofJockers must ftmam mposcessioa of the branch 
manarcr or the officer so aulhonsed by him, dunn"^ officr/hankjng 
hours the kejs must, after o{5ce hours, be retained osermcht m the 
slrone room or steel safe in the dual control of the manager and the 
head cashier or any other authorised officer 

3 ^^^aen the hirer comes to operate the locker, “the code v ord’ il giiTa 
should be asked from him and his signatures should be obtained 
with time and date of operation in the relauie register 

■4 One hirer must be allowed at a tunc to enter the locker room, and 
other renten must be requested to wait for their tuni ooe bj one 

5 The duplicate master key should be kept in safe custody at another 
bnneh of the same banker where there u no such branch, at aaoiher 
bank 

6 In the cient of loss of the key by the hirer, the fact mast be record 
ed 10 the declaration card, specimen signature book and the safe 
custody register The hirer must be asked to deposit the amount 
covering the cost to break open the Jecler lo the presenx of the 
hirer and to replace it with a new lock. 

7 A banker is not coBcerned mtb the coaiecis of the locker and his 
‘general lien’ under Section 171 of the Contract Act does not extend 
to such contents 

8 On gettmg a Court order prohibiting the operation of the focier, 
the banker should sea) the loder and taTorm the hirer concenied 
accordingly 

9 kVbcn the contents cf a locLcr arc lo be siureodered to a Court 
under its order, the banker should do so with the help of his legal 
adsTser 

10 Ulieie a Court orders an in\cntoty lo be made of a locker, the 
banker should act according to the direchoos in the order or is tbs 
absence of any direction, the mrentory may be made in the presence 
of the court's leprescnlatne, the claimant, ihctaluer and two res¬ 
ponsible officers of the bank 

11 In case of death of the sole hirer or the last sumvor of the joint 
hiren, the bank should hand o\er the contents of the locker to the 
legal representatnes of the deceased on their produeme proper legal 
representation * 

* Onb Qiat Court shall be competent to cntoUia a suit «iikm whose jnnsdicnon 
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12 A banker should maintatn the followmg registers and make relevant 
entries therein 
(o) Safe deposit regijter 
(i>) Key register 
(c) Rent register 

(j) Receipt book 

(•e) Dcdsr&tton cards 
(/) Specimen signature boot 
(g) Code words register 

(k) Renter’s attendance or Access to locker register. 

SArc CUSTODY OF VALUABLES 

A banker may also accept for safe custody valuables and other articles 
from Its customers This type of service is something different from the one 
rendered by binks m Icitmg out sift deposit vaults or lockers The safe 
custody business may consist of three functions namely 

J To accept articles deposited by customers for safe custody The 
ortjcjes may include stcvriucs Jile shares, bondr, debcrttures, fixed 
deposit receipts gilt edged securities, title deeds, insurance policies 
etc, and historical postal stamps and antiques etc 

2 To collect interest or dividend on various seeurtiies lying with the 
hinlcr in his safe custody 

3 To sell and purchase securities and other articles by releasing from 
or holding m the safe custody as per instructions of the customer 

PROCEOORf ANn ParCAt/TfONS rOR 5AFC CtlSTOOY 

The procedure for safe custody or articfes is given below 

1 Safe custody accounts should be opened for such persons who are 
customers of the bank maintaining a satisfactorily conducted saving 
bank or a current account Tor accepting safe custody of valuables 
from non residents, RBI's approval must be obtained 

2 A customer may handover the articles for custody in a bos, strong 
envelope or packet properly sealed with hts personal seal After the 
stipulated period, the banker has to return the box, envelope or 
packet mtict 

A hanker is not supposed to know about the contents of the box, 
envelope or packet delivered for safe custody 

3 Wheie iinscilcd arln-les arc entrusted by the customer, the banker 
should get 3 declaration about the contents and ibcir approximate 
value 

4 The hmker should issue to the lodger a 'saft etistod) Ttcnpl' for the 

Ibt plicc of secount ■I'd the (oclrr m sUaated 

In Sm* Riit- «<//"/«« IISO PA II151) »))rfe 

minor dauEhteri of the decMvut Smi ^uJ«h K.«iMnfiled * luil *i ArnniMf lo op*" 
•nd opefite her moihef * JoeVer al SimDanV oflnJu Ghutibsd iheP«ai»b»Bd 
|{»rj*o* If'ch CoufI hftJ l*»il hy virtue of Section 30 ef (he Civif fro«ifur« OoJe eshr 
the Ghsriahad Court would h»ve jutisdicttoa to try (he suit 
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article (envelope, packet or boxl accepted Tor safe custody The 
receipt should contain a clause that the customer must come 
personally and produce the receipt for taking delivery of the article 
from the banker’s custody 

5 A‘Register of Safe Custody Valuables’ roust be maintained by the 
banker and entries of all arlicles accepted for safe custody must be 
made therein duly signed by the official concerned If the customer 
has handed over a box, an envelope or a packet nitbout declaring 
the contents, the banker should maintain a ‘Register of Boxes in 
Safe Custody* and make the relevant entries therein 

6 Where the banker has undertaken purchase or sale of securities kept 
lO the safe custody on behalf of its client, the former should record 
all the incomings and outgoings in the ‘Register of Securities in Safe 
Custody* and the cuslDiuer should be informed according!) with 
every change 

7 The banker should also care for the timely collection of interest as 
and when it falls due on the government securities lying m its safe 
custody 

8 The banker should also undertake the folloning nork 

(i) Furnishing of an yearly Statement of Account to the customer 
dO Claiming right shares and bonus shares on behalf of the custo 
mer 

(iii) delivery of shares to brokers or vice versa on behalf of the 
customer 

(n) Sending Income Tax Certificates showing taxable rate for custo* 
mers to the concerned companies for registration 

9 Safe custody articles deposited bv joint holders, trustees, executors, 
partners, companies, clubs societies, institutions and individuals 
should be dealt with m the same manner in which they are aUon ed 
to operate fbcir respective bank accounts 

10 A banker docs not have his nght to General Lien over the articles 
deposited with him by the customers 

LIABILITT OF BANKS FOR ARTICtVS IN SATB CUSTODY 

Tlie contract between a banker and a customer, who lodges his articles in 
safe custody, IS that of bailment and is subject to the provisions of Sections 
ISI and 152 of the Indian Contract Act. 1S72 The Contractual relationship 
between the banker accepting articles in safe custody and the lodger is 
that of a bailee and bailor respeenvdy According to Section 151, ‘a 
bailee IS bound to take as much care of the goods bailed to him as a mao 
of Ordinary prudence would, under similar circumstances, take of hiS own 
goods of the same bulk, quality and value as the goods bailed ’ 

A banker is not a ‘gratiinii»is bailee' Since he receives special payment 
from the customer for taking care of his articles m the safe custody, he is 
knowm as a‘fiaitee far regard' A baokm- must take all possible steps to 
safeguard property of the customer lying in his custody failing which he may 
have to incur the following liabilities 
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1 For negligence A banker sbaJI be liable for negligence, if he does 
not take reasonable care abouuhe safety of the snides m his custody and 
(o) safe deposit vaults are of weak structure, or are left unlocked and a theft 
occurs, and (&) entry to safe deposit vaults is not restricted 

2 For conversion If the banker delivers the articles from his safe 
custody to a person other than the depositor and or without his authority, 
the banker shall be liable for conversion 

3 For fraud by employees Where any of the employees of the bank 
concerned has committed fraud for removing, manipulating or using the 
articles from safe custody, the banker shall ht held liable for consequent 
damages to the customer 

It docs not make any diJTerencc whcihcr the banker’s goods have also 
been lost or damaged or misused unh that of the customer As soon as the 
banker comes to know such a happening he should make reasonable elTorts to 
recover the lost goods However a banker is protected against such Iiabih' 
tics Section 152 of the Indian Contract Act b>s down, ‘If any loss h 
caused to the goods inspite of such reasonable care by (he bailee, he shall 
not be liable for the loss * 

A banker may also get rid of his lubility for cegligeoce by entering into 
a special contract to (his etTect with the depositors, which normally all 
bankers do There is no escape for ‘conversion and/or fraud' Inspile of 
the legal protection, the banker Should take adequate precautions m 
handling the business of safe custody because it afTeas his other business as 
we)] 


ACCEPTING STANDING INSTRUCTIONS 

Banks accept various types of standing insirvciioss from their customen 
The purpose is not to earn any income but to work for the convenience of the 
customer, although indirectly it goes to secure more and more business from 
customers and through them from othen 

It IS not necessary that a bank should accept all types of standing 
instructions from his customer Instructions which are difficult to comply 
with may not be accepted Usually banks accept the undernoted insfruc 
tions from their clients 

1 Transfer of funds from one account to another account at the same 
branch or to another branch of the same bank or to another bank 

2 Payment of L IC premia, loan instalments and interest thereon 

3 Payment of membership subscnplions to clubs, societies. Msocia 
tions and institutes 

4 Payment or collection of hire purchase instalments 

5 Collection of interest or dividend on behalf of customers 

6 Collection of pensions for customen 

7 Sale and purchase of securities on behalf of customers 

8 Payment of water and elfctnciiy bills and other rents and taxes on 
behalf of customer 
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PRECAUTIONS 

The banker accepting standing instructions from his customers must take 
(he foIlonjDg precautions 

1 Every branch should accept only those type of inslructjons which 
have been allowed by the Head Office 

2 All standing instruclians received from customers must be suitably 
dianscd 

3 A note must also be made vn regard to each instruction on the 
relative ledger folio of (he customer 

4 A banker should have the iftstruclions regularly executed as desired 
by his customer Any default in carrying out the instructions will 
render the hank liable to his customer for the consequent damages 

5 Wliere a banker levies a charge on carrying out certain instructions 
like pajment of LTC premia, water consumption charges, and 
electncily bills, etc . the customer’s account should be debited, under 
advice to him 

UNDERWRITING OF SHARES, BONDS AND DEBENTURES 

Most of the commercial bants having large resources try to diversify 
iheir activities by underwriting shares bonds and debentures of big joint 
stock companies Through underwriting, the banker provides a guarantee to 
the company bnnoing out a new mue in the capital market that in case of 
under subscription by the public, ii will subscribe to the remaining portion of 
the issue For underwriting (he twiie, (be banker earns handsome commis 
sjon Thus on the one hand the banks find out new avenues of income and, 
on the other, they assist in‘capital formation* of the country This t>T)e of 
activity also enables some barkers to set as ban! ers to tbe issue, which fiirther 
enhances their revenues 

PRECAimONS 

1 Only such banks, which have a network of branches in big cities, 
towns and business centres throughout the country should come for 
ward for the underwriting business 

2 The banker should hav e a specialised cell of ofEcials to deal with the 
undecwnting business 

3 Suitable market studies should be uodertaken before undenvnting 
an issue of any company 

4 Issues of only such companies should be underwritten which have 
sound plans of produelioo and bright prospects ahead 

5 Underwriting guarantees should be preferably extended to such 
issues where other bankers or financial institutions are also involved 

6 In bringing out the issues, the concerned Company must have com¬ 
pleted all the formalities required under the Companies Act, 1956, 
and obtained sanction from the ConiroHer of Capita! Issues 

7 In case of uodersubscnplion of the issue by the public, the banker 
should try to dispose of the shares, bonds etc allotted in its name 
as early as possible 
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FURNISniNG OF CREDIT INFORAfATION 

A banker may be asked by his fellow bankers or business concerns or 
oltcr lending institutions to provide jnformaJion about the creditivorthioess 
of (he customer with whom that banker has had dealings over a long period 
The customer himself may request the banker to provide credit information 
about him to parties to whom he has given a reference of his banker In the 
former case. It IS the duty, which flows from the usual business ethics of a 
bank, to cooperate with fellow bankers and business concerns because others 
in turn will also co operate with this banker in taking lending decisions In 
the latter case, the banker is bound to follow h« customer’s instructions failing 
which he might displease him Due to absence of specialised credit infor¬ 
mation agencies or credit mformaiion bureias’ in India, the banks have to 
perform this function of furnishing credit information through their credit 
departments 


The functions of the Credit Information Departmeri may be summed up 
as under 

1 To give credit information, when requested, about 
(/) the bank’s customers, 

(lO the business enterprises whose securities ate on sale, 

(iit) the aaeptofs of bill of cichaoge offered for discount, and 
(iv) the guarantors of the customers 

2 To obtain credit mformaiion from 

(/) fellow bankers of the prospective customer, 

(«) busmcjs houses having dealings with the prospective customtr, 
(/u) Chambers of Commerce and Industry e g FICCI 
(iv) financiers or co financiers of the prospective customer like IBRD, 
IFC. SFC, Lie and other like bodies 

3 To obtain valuation reports about the tangible assets offered as 
security for the loan 

4 To gather informatioo about various segments of the economy regar¬ 
ding trends of production, prices, sales, inventories and fuiure 
prospects which may help m making credit dcasions in favour of the 
customer. 

5 To obtain annual bahnee sheet, profit and loss account, and 
Chairman’s Speech etc of each company and the prospectivecuitomer 
institutions and prepare detailed financial analysis and make com¬ 
parative statements therefor 


»In weitern countne* two fj-pes of credit agencK* rerformtha fuocnon (J) CtntnJ 
Aiencies md (2) Spccul Agenciei Geoefst Agencies cm give credit taformewa cfovi 
•Bvrenon company or invtiiution while SpeculaeJ Ajcnciei ptovide ctedn inform* 
t.on tbool ihe rervon company or ln»ututMn«i£»ted in piiiiciiUr l.ns of bvuatu ot 
»lihmceft3mt«'ef*pf>«l*«a‘ The l>u« A-Brand *:trrei tre . USA havmi neirty 
30Q otTicci in the «* General Agency and ihe Lumberman a Credit A»*nc.iiiofi 

loc, USA operaie* as a Specialised Agency 
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6 To toamUiQ a credit file of each custonier, Iceep it upto date tbroeg^ 
periodical revisions, and to ensore SKltcj of tbe rccord- 

banur’s precautions 

Vanous norms that hate to be taLeo into aoconnt while p^ot^dmg credit 
mfonnalioa bate be e n discussed jet a baoLer should tale the follotrins 
precautions while giting such mfonnation 

1 Name of the enquirer should not be disclosed to anv one else. 

2 Whfle suppljTDg lofomialion, the recipient should be requested to 
keep it confidential 

3 The banker should mdicalc clearly m his replv that he ou^ no 
responsibilitv for the inTonnatioD so supplied 

4 The banker should be brief and to the point in his replj 

5 ^^’hcrc frequent eoquincs have been made on the same subject, the 
banker should resist himself from sending replies more than once 
Subsequent reph (les) should be tactfully w orded 

6 ^Tierc Eceessarj the banker should take periocal interviews and 
inspect the plant and machinerj before making a credit d-cision. 

7 The undernoted sources of mfonnation mav ako be tapped * 

(ff) Major suppliers of the customer 

(i) hlajof customers of the cuaomer 
(r) htajor competitors of the customer 
(d) Public records 
(«•) Newspapers and penodicals 
(f) Trade direeiones 

TRUSTEESHIP, EXECUTORSHIP AKO ADMINISTRATORSHIP 
SERVICES 

Some of the major banks also offer tbetr semces to act as trustee or 
executor or admimstrator 

The increasing faith of the people in the perfection ofxanous baokiDg 
sersiccs and the establishment of full Gcdgcd legal departments in basks have 
paved the vvaj for bankers to offer trusteeship, executorship or administrator¬ 
ship services These semces attract wealthy customers, who mamtain sizeable 
deposits with the bank for a considerably long time. Banks offenng executor 
or trustee seimccs may have: 

(i) to manage the estates durmg lifetime of the owner and distnbalc 
them according to the terms contained in the will after his death, 

(ii) to act as a guardian for the minor’s property, 

(in) to act as a trustee for debenture holders, and 

(n) to act as a administrator of the estate of the deceased on the direc¬ 
tions of the Court. 

However, a banker acting as trustee or executor must work stncUy in 
accordance vnth the provisions of thcTClativc will or the probate Any viola¬ 
tion thereof 15 fraught with financial and other risks 
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CONSULTANCY SERVICES 

Banks also render difTerent Ijiw of consultancy services, when requested 
by their customers and make reasonable charges therefor Although a major 
breakthrough has not yet been made in this respect by banks in India yet great 
scope exists for the bankers to exploit it Consultancy services m vogue are: 
(i) Tax Consultancy, («> Consultancy for small scale industnes, Oif) Gutd 
ance on mve^irocnt matters 

Presently banks ofTer lax consultawy services to such individuals who 
cannot afford to retain professional legal practitioners Small borrowers like 
taxt owners, shopkeepers, artisans and self emplojxd technicians avail their 
bankers’ consultancy services at moderate charges This type of service may 
include (a) filing of tax returns (b) appearing of a bank official before the tax 
authorities, and (c) paying off the relevant tax dues 

Consultancy for small scale industries may include (a) carrying out 
feasibility studies, (b) preparation of planning and lay out, |c) suggesting 
resources, viz , raw material, energy and fiftance and (d) carrying out various 
market studies 

Customers are also provided guidance on investment matters relating to 
shares, stocks, scrips, debentures and bonds etc Baokers'Consultancy may 
suggest either purchase or disposal of securities through approved brokers 
at the prevailing prices 

ACTING AS AN ATTORNEY OR AN AGENT 

Customers may appoint their banker as an attorney or an agent for 
receiving interest or dividend on various secuniies belonging to them or for 
doing other jobs, as specified in the agreement or contract between the two 
Power of attorney is commonly used in barks m advances against supply 
bills The supplier appoints the bank as his agent authorising to collect 
money on his behalf and effect a valid discharge on behalf of the supplier 
Upon receipt of the money it is appropriated to adjust the advances granted 

A banker should not digress from the powers delegated to him by ihe 
agreement or deed The banker signing under a power of attorney or agency 
agreement must write his principal s name m order to bind the customer by 
bis acts Precautions to be taken m this regard arc 

1 All documents containing power of attorney or ag-ncy agreements 
must be safely filed for ready tefertnee 

2. All such documents must be studied well by the legal department of 
the bank 

3 Where the power of attorney boj been given to deal with a Govern¬ 
ment Department, it most be registered with the concerned Depart¬ 
ment 

4 All acts done most be advised timely to the customer and hit 
account be mainlamed properly at all times 

5 The banker should be aware of the limitation of its authority under 
the power of attorney. InThe N<w SankoflnJta Lid n Union of 
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India and others (AIR 1978 NOC 282 (Delhi), a contractor firm exe¬ 
cuted a power of attorney in favour of the bank giving an exclusive 
right to realise and receive the payment of all pending, current or 
future bills and cheques from the government and to give a valid 
discharge for such pajmenls received After some lune the contractor 
firm obtained direct payment of two bills from ihcgovernmcnt The 
banker filed a suit against the government claiming the amount of 
ihe two bills It was held by the Court that the nght to enforre 
payment remained With the firm The bankers authonty did not 
extend beyond receiving payment and giving valid discharge 

MERCHANT BANKING 

With the increased tempo of industnalisation m the country, bankers 
have started new services One of such services is Merchant Banking or M.B 
Presently, India has a diversified industrial structure ranging from simple 
consumer goods industnes to sophisticated capital intensive industries India 
ranks 10th in the top industrialised countries m the world Yet the race for 
industrialisation u not over Through the Five Year Plans, the Covemment 
of India aims at developing more and more industnes m almost every 
sphere 

The corporate cheats entering m the field of industrialisation need a 
package of financial consultancy which the various nationalised hanks can 
provide although the Merchant Banking Business in India is of recent 
ongin The Griodlajs Bank was the first foreign bank who obtained a 
licence from the Reserve Bank m 1967 to do ibis (M B ) busmess It started 
itsM B division in 1969 Subsequently more foreign banks like First National 
City Bank and Chartered Bank also followed suit. The Mercantile Bank 
also did so in 1978 Amongst lodtao banks, the State Bank of India was 
the first to set up a M B division in 1972. During ihe last 5-6 jears. Bank 
oflndia, Bank ofBaroda, and Central Bank of India, have also venluicd 
in this fic^d Indian Overseas BaoV.VJnrted CornTnerciat Bank and Punjab 
National Bank are among the other banks rendering this business 

M B FUNCTIONS 

The merchant banking division of a commercial bank also undertakes 
the following business 

1 To obtain government consent for starting new entrepreneurship or 
for setting up a new project by an existing company 

2 To prepare economic, teobnjcal and financial feasibility studies 

3 To manage capital issues, fixed deposits and underwriting of shares 

4 To help obtain rupee finance from financial institutions like IDBI, 
IFC, IGLICI, SFCs etc 

5 To arrange foreign currency loans for import of machmery etc 

6 To advise various compames in rectructunng. amalgamation, 
merger and take-over bids etc 

7 To counsel in project plaanmg and company Ian matters 
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8 To maintain liaison with govcrnmciit and semi-government bodies 

9 To suggest Research and Development 

A merchant banker has to seek a client, establish good relations ssilh 
him, ofier him the kind of services he needs and maintain a continuing 
relationship with him Informed and efliaent service is the sme 91 /a non of 
the relationship in merchant banking* A cheat will come for adiice only 
if he IS convinced that the merchant banker knows more linn Ins own organ¬ 
isation In addition, he would especl that be receives proper otlcnlion and 
his interests would be adequately served within the time schedule presenbed 
The merchant banker should, therefore, be not only knowledgeable and 
cfncicnt but be also imbued with the spirit of service so that the client feels 
that his interests are safe m the hands of his merchant banker 

OrrCRING BID BOND GUARANTEE AND 
PERFORMANCE GUARANTEE 

Banks may help their customers by extending guarantees on their behalf 
to various government departments and foreign buyers 

A‘Did Bond guarantee may be issued by a bank, when requested by 
Its customer, in favour of a Government dcparimeni or a State undertaking, 
slating that the party concerned (the customer) responding to the invitation 
of the tender shall complete supply of certain materials or execution of 
specific job according to the terms of the contract When a bid bond 
gunrantec’ is issued by a bank, a cash deposit of 2?^ to 5% of the value of 
contract with the concerned department IS not required by the person or 
firm submitting the tender Bid bond guarantees arc helpful to persons or 
firms who are government suppliers or government contractors and submit n 
number of tenders frequently It saves lot of time and money in dcposnmg 
cash with the submission of every tender 

When a tender or a bid of a party 1 $ accepted, the bidder is required 
to deposit in cash an amount equal to 5% to 10 >i of the total value of the 
contract A bank may bo requested by its customer winning lenders or 
bids to extend ‘Performance Guarantee’ on his behalf to the government 
department or Stale Undertaking or the foreign importer stating that the 
client shall complete the performance as per terms of the contract Perform¬ 
ance guarantees avoid the necessity of depositing earnest money m cash by 
the bidder This again saves a lot of time and money of the bidder 

•Bid bond guarantees’and‘perfonnance guarantees’arc m great vogue 
m case of export of capital goods and overseas conslructjon contracts The 
ECGC of India provides 90% cover 10 bankers on extending such guarantees 

BXMCtRS’ PRCCAUTIOVS 

Every banker actm" as guarantor under bid bonds and performance 
guarantees must tale the following precautions ; 

1 The banker should demand a security upio to per cent of the con- 


* lotroducjoj Merchant Bantinj, Bs/X of Bonds H teUf BeiUu. * Jiniury IMQ. 
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tract price from his cu'toroer The secttntv maj be ^epo'ited other 
in cash, lena deposit recopts, gorernment sscnndcs or pIcdgiDg of 
goods. 

2. A banler should demand do guarantees, where directed so by the 
RBI, if the bid bond or performaiKC of contrert has been cornier 
guaranteed by the ECGC.* 

3 The banler should appoint, where possible or nh^n it becomes 
necessary, an oQnal for «ile inipecnons and regular r^vorting of 
his chent's performance as per the terms of the contract. 

4 A liaison with the concerned govermnenl department or fortica 
importer should be mamtaintd bv the banV. 

5 V\’here its client fails to win the bid, the banler should eon"Ct tie 
tender fee and credit it in the client’s account. 

6 WTiere the client fails to complele the perfermacse, tmder a contract, 
the banler should immediately rtcoi’er from the cuslomer the monei 
paid for the gnaraniees tnioled, under advice to the ce rtomer The 
customer has no right to gel an order cf injunction agamrt the 
guarantor banler payioc the oonev of compensation to th- 
beneficiary for the farmer’s failure to perform his obligation as per 
terms of the contract In rexroro Ltd rs State BaeX cf Ird'g end 
others, (AIR 1979 Calcutta 44), the Calcutta High Conrt held that 
in the eieot of default, the banler had to pay tbeguaianteed amoent 
i rrespectiie of any dispute about the perfonnaace between the 
contractor and the other party 

ISSUE OF PREMIUM PRIZE BONDS 

Sereral Banls arc pcpulansing Hus ^hemt of inTtstment nheiein 
the depositor purchases bonds of &(ed denominations payable afrer a fixed 
period Besides interest at a stipnlaled rate, the holder of thc^e bonds is also 
gnen an additional attraction of periodical drau-s of pnzes. The Vya«a B aal 
Ltd , 15 one such banl nhose premium jmzebondscheme is wo popular in 
South India. 


* ECGC IS the abbrenated csmeol the EzxkhI Credit and Guarantee Cerparaupn 
of India. 
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THE CLEARING SYSTEM 


In this age of quick settlemcnis m every economic sphere, the ‘clearing’ 
system of cheques, drafts, etc, has fathered great importance To day's 
community cannot toferate even a few hours closure of the clearing* as it 
directly affects the functioning of business industry trade and (he banking 
circles 

A ‘Clearing House is a cell in the banking organisation where clearing 
of cheques, drafts etc , IS carried on, and the clearing system is the method 
whereby claims against cheques, drafts and other mstfuments drawn on 
various banks are quickly settled by representatives of the participating 
banks According to the Bullion Committee of England^ 

‘The clearing system is a contrivance by which all drafts arc brought 
daily to a common receptacle, where they are balanced against each 
other ' 

Dr Poweil* says/the system of clearing is a species of highly concentrated 
representative barter' The renowned Indian writer S R Davar says, 
'Clearing is a process by which bankers exchange cheques drawn against each 
other which are received by them for collection or clearance from their 
customers 

The system of clearing is an improvisation of day to-day banking opera 
tions This mechanism has made the exchange of cheques and settlement of 
claims on them more easy, time saving and less costly As a matter of fact, 
each bank acts as a clearing agent for cheques drawn by its customers ‘A’ 
draws a cheque on Model Bank Ltd in favour of ‘D’, who too is a 
customer of the same Bank If 'B' receives and deposits Ihu cheque m his 
account with the Model Dank, the two accounts will be settled by the bank 
by mere passing of book entries. This is an example of‘mini* clearing 
The matter becomes more complicated when everyday individuals all over 
the country send cheques drawn on their accounts at one bank to people who 
bank with other ban^ There is a continual stream of cheques into each 
bank drawn on other banks * Thus, one bank is creditor and some other 
banks arc debtors or vice versa W'hen some banka are creditors to some 

‘ The/vfpoft of the Bullion Commmte ofCneUnd, ISIO at quoted fey tl P Sbefdon. 
ep eU , ITS 

*Df ZiiiiT'o*tl),EH>!asifim</ihrMwp^tarirt 305 

»S R Distt, Law and rracl{cec/B-intt^r ttl 

«R_S Sj)eri,'W/TV 0»ft*rd UfllveTtiiy Pxr«» >S 
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Other banks and debtors to some other bants, daims may be settled by 
taking and giving cash from the window of each banL The casb-against 
cash-settlements are not considered good because of the following 
difficulties: 

(1) It IS risky to carry cash m big amounts. 

(2) A great deal of time and labour IS wasted if‘A’ Bank deliiers the 
cash to *B’ bank which again counts and delivers to ‘C' bank and so on 

(3) WTicn banks receive pajment of some cheques and delii'er 
pajTDcnt of some other cheques from/io other bank's, sufficient cash balance 
may have to be maintained throughout the working day. This will badly 
affect the liquidity of resources of all banks and will axe heavily their profits 

The ‘clearing sjstera* presents an easy solntioa to these problems. Eveij’ 
bank must adjust its debits and credits wnlh other bants and the difference 
amount must be dehveredJoT received for settlement of the accounts. Where the 
participating banks are a good anmber, a better course will be to settle thdr 
accounts under a common shed known as the ‘clearing house*. Where there 
are thousands of branches of commercial bantt m the couatf^'and lakhs of 
cheques are tendered for settlement, the ‘cleanog house* becomes the most 
convenient place of doing this job Here is a diagram which shows how a 
cheque passes through the Clearing House and is paid b>' the bank on which 
it U draw a : 



The Clearing House sj-stem bad its origin from the Lombard Street in 
London. As early as 1773, the worid*s first clearing insblufiDn in the name 
of London Clearing House was set up in England. To-day, the ‘London 
Bankers* Clearing House’* is ibc Iriggcst organisation ofits sort- 

la India, clearing of cheques, which was first started by the Impenal 
Bank, is now being carried out by the Clearing Houses functioning at 
the offices of the Rescrv c Bank, State Bank of India and its subsidiary banks. 

I Its premises are situated at 10, Lombanl Street. London, E.C. 3 
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Cerlarn nationalised banks have also been entrusted with this job at sonc 
other stations 

REGULATIONS OF THE CLEARING HOUSES 

Clearing Houses in India function as aotonomous bodies They have 
Ihcir own rules and regulations for membership and for conducting the 
clearing work Though the Reserve Bank has been vested with statutory 
powers to regulate and supervise the working of these clearing houses but it 
generally does not mferfere m iheir day to day working unless and until 
necessitated by most pressing circumstances However, it provides assistance 
and guidance m framing the rules and regulations when so requested so by 
any Clearing Hoiisc The constitution of every Clearing House generally has 
provisions relating to the following 

(1) Objects 

(2) Limitation on the number of memberships 

(3) Terms of membership 

(4) Admission fees. 

(5) Minimum deposits 

(6) Meetings 

(7) Intimation of meetings 

(8) Chairmin and other office bearers 

(9) Quorum 

(10) Representation in other clearing houses 

(IJ) Voting process 

(12) Minutes 

(13) Expenditure of the Clearing House 

(14) Resignation from or termination of membership or sub-membership 

(15) Right to stop clearing for a member or a snhmerobcr 

(16) Collection of fees for cheques of non-member banks 

(17) List of members and submembers 

(18) Settlement of clearing balances 

(19) Special clearing 

(20) Documents of clearing 

(2!) Payment of cheques during clearing hours or intervals 

(22) Return of unpaid cheques 

Every member bank has to keep some mimmum sUtutoty deposit widi 
the Clearing Home or the bank conducting it Scheduled banks and non sche¬ 
duled banks, who can offer the mimmum number of cheques for clearing every 
day, are allowed membership or sub»membcrship of the Clearing House 

me PHOCfis or cirARiso 

A clearing house operates in a big hall where long tables are prouJed 
to the clerk of eich member bank Whoi these clerks or representaliscs of 
the banks enter the clearing house in the‘morning session*, they hase bundles’ 
ofchequcs.drafts etc to be cleared wilb other hanks This is known as a 

»The various cheques, »te termed it •«rucf«s’while ite boodlet of 

are termed «s chsuet*. 
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banker’s 'out-cleanng ’* Dunng this session they shall delner these out- 
clearing bundles to the represcntatises of the concerned banks and >ice sersa 
Thus, the bundles recened m exchange are knot^n as‘in-cleanng.’* At the 
time of interval (at 11 30 a m ) the representatives of clearing banks will come 
out with bundles for ‘inward-cleariog’ 

In the afternoon session, reverse of the morning session will be done, 
that IS. representatives entering the hall this lime will have articles drawn on 
them and dishonoured When they come out at the end of the session (at 
4 20 pm ) they will have bundle of articles drawn on other bants and dis¬ 
honoured 

The articles returned unpaid become 'out-cleanng’ for the returning bank 
and correspondingly the same articles become‘m-cleanng’for the recipient 
bank which had delivered ibem initially The difference of the two ‘out-clear 
mgs’ becomes the amount receivable and the difference of two‘in-clcanngs’ 
becomes the amount payable by a banker The settlement of the difference of 
these two differences (balance of sums receivable and payable) is ultimately 
settled through the member bank’s account with the Resene Bank of India 
or State Bank of India nr the supervising bank, as the case may be. 

In the cleanog process cenaio statements have to be prepared by each 
member bank, viz , (i) the Clearing Schedule, (i/) the Consolidated Statement, 
and (r;0 the Settlement Sbeet 

^Vhen the cheques received for collection from customers have be^a 
entered tn the Cleanng Ledger or Branch Back Cleanog Account, the collect 
ting bank shall prepare a Clearing Schedule, for each drewee bank. For 
example, if Canara Bank, M L Road. Jaipur, has received 3 cheques of Union 
Dank of India, 5 cheques of Indian Overseas Bank and 10 cheques of Oriental 
Bank of Commerce, the recipient bank shall enter ibe amount of these 18 
cheques m the ‘Cleanng Ledger’ and shall prepare a Schedule therefor tn the 
following way 


CLHARINC SCHEPULE 

Lisl ol Articles 

Dettvered by 

CANARA BANK, JAIPUR 

to 

UNION BANK, JAIPUR 

sSsi°'””= 

Msrdi 24, I9S3 

CAN/J-13 

S No Chequrj/Draftf/HasTaut No 

Amount 


Rs P 

1 CCJ57921 

2 E 7*9500 

3 H432101 

665 — 

15000 — 

2.500 — 

Total Amount 

18 165 — 

' As‘out-cicarmg’includescheqocs or aiades wtueb hare been pud m at tus 
various branches and those branches of the banks for whom hearts as cleanng agent 
* It includes 'articles’ drawn on the recipient banks. 
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Thus the Schedule shall be prepared according to the drawee banlcs and 
all the clearing schedules shall be consolidated together in a new statement 
Presuming that the amount of first schedule « Rs 18,165, of second schedule 
Rs U,OOOand of thud schedule Rs 1,750, the consolidated statement shall 
be as follows 


CLtZARtNO HOUSE CONSOLIDATED STATEMENT 


CANARA BANK 
(A GoveronKSt of India Uodertakfng) 

March 

Branch M I Road, Jaipur 

24. J9S3 





Drawee Bank s Name 


No of Cheques - 





Rs P 

1 Union Bank ot India 


3 

18.165 - 

2 Indian Overseas Bank 


J 

tl/X» .. 

3 Oriental Bank of Commerce 


10 

J,750 


Total 

18 

3091$ ^ 


Where such consolidated statements have also been received from other 
branches of the Canara Dank, the clearing branch shall collect all these 
bundles and present them m the clearing house Before entering the CIcanng 
House, the bank's employee shall make necessary entries in the relevant 
columns of the ‘Settlement Sheet * 


CLE ARING HOUSE SETTLEMENT StlCET 

THE RESERVE DANK OP INDIA 


First 

Special 


Cteaiing House Qilaoce Sheet 


Oiled 195} 


Nttst of (he Baals 


Deh DwnvPiV T'o To 

No of vend No of receive pay 

Cheques — Ctieques__——__ . . . 

Rj P RiPRiPRiP 


] Union Basic 

2 Jodiaa Overseat Bask 

3 Oriental Bank Of Camrotree 

4 DcnaBank 

5 Grindley’s Bank 

$ Corporation Dank 

7 

t 

9 

10 


Total Ri 
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Total No and amount of 
cbequM delivered 


No 


Amount 


Rs 


P 


Sisnatvre 

Officer 


At the end of the clearing day, if the balance is ‘due f o/due by' the bank, 
the credit or debit trcaiment is given to the clearing bank's account rvith the 
Reserve Bank. State Bank or any other supcnising Bank as the case may be 

Where ‘articles* are cleared through their first presentation mtheclear- 
ing house. It IS called‘First Clearing* However, if some cheques or drafts 
are required to be presented for the second time in the same clearing house, 
It is known as a ‘Special Clearing* Usually foreign bills of exchange, cheques 
and drafts require ‘Special Cleanog* 

Outstation cheques cannot he collected through Local Clearing These 
should be forsvarded to the respective branches or agents for collection and 
presentation to the dravsee banks 

ADVAKTAfiESOFCtfiARrNa HOUSES 

With the growing use of cheques and drafts m day to day transactions m 
trade and business, the iraporlaocc of Clearing Houses is increasing by feaps 
and bounds The quick settlement of cheques increases liquidity m the 
society and paves the way for rapid economic development of the country 
Wilhs* says, ‘the system of clearing organised and solidified by the central 
bank is not only a means of economizing cash and capital, but it is also a 
means of testing at any time the degree of liquidity which the community is 
maintaining—a matter which is essential for the ceotnil back toLnowfmm 
day to day ’ In the Indian context, although the Reserve Bank is not 
managing all the clearing bouses in the country yet their ullimate control 
rests with it and therefore It has a watch over their functioning We have 
the follonirg advantages from these cleanng houses 

(1) Time and Mon^y Sa\ers The cleanng houses settle payments easily 
and thus one does not have to transmit actual money from one place to 
another place for efTecling payment This saves a great deal of time and 
money 

(2) QuicU Circulation Quick settlements through clearing houses make 
possible quick circuHtion of funds among hasiness and trade circles 

“ • H P VVilJis, Throry and Practice of Cenliat Banking, Harper, 1936, 359 
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(3) Smaller Cash Balances Cieanng house* expedite mutual settlements 
which reduce the pressure on cash balance* of banks Thus, member banks 
can work with smalJcr cash balances 

(4) Enhancement of Banking Habit The increase in the number of 
cheques turned out by a clearing house in its daily clearing shows that the 
banking habit of the people living in that area is also increasing 

PERFORMANCE OF CLEARING HOUSES IN INDIA 

The number of clearing houses has been constantly increasing m recent 
years It has risen from 59 m 1961-62 to 340 in 1977-78 and lo 370 in 
1979-80 By the end of Jure 1983. 10 clearing houses were being run by the 
RBI, 290 by the SB! and 50 by subsidiaries of the SBI and the rest by other 
nationalised banks Compulensaiion i* being introduced in several clearing 
houses in cosmopolitan cities 

The number of cheques cteared in 1960-61 was only 45 lakhs which rose 
to 1121 lakhs in 1970-71 and 2995 hkhs in 1979-80 Similarly, the amount 
of cheques cleared also rose from Rs 1,045 crores in 1960-6110 R* 36958 
crores m 1970-71 and 134219 crores m 1979-80 This is obvious that 
the banking habit amongst the people has been increasing continuously in 
India 

DRAWBACKS )S 7FIC CLFARtNO SYStnf IN INDIA 

It IS the need of the hour that wc devote our titienlion towards the draw, 
backs that exist m the clearing system in India so that some timely remedial 
measures could be undertaken The mam defects found m their working arc 

(J) Out sialJon Cheques not cleared According to the present rules, 
clearing houses entertain only cheques for local clearing The absence ot 
clearing arrangements for out station cheques has restricted the use of cheques 
m out station payments 

During 1979-80, a scheme of setting up of special collection centres for 
out station cheques was exhorted by the Reserve Bank toils member banks 
The Bank of Indio has taken a lead by selling up a regional rollection centre 
to improve up<ountry collection and avoid delays 

(2) Insujftcienl Number of Cieanng Houses The number pf existing 
clearing houses rs nol suflicient looking to Ihe size of population of Ihii 
country The Banking Commission had rccommcnd'.d in 1972 that every 
place having a population of 500C0 and 3 or 4 banks in the field must have a 
Clearing House This has not been implemented 

(3) Varteiy of Rules There is no similarity m rules framed by different 
clearing houses Guidelines must be provided in this respect through effect¬ 
ing necessary amendment in the Banking Regulation Art, 1949 

(4) Time consuming Method The present method of endorsement 
on cheques, drafts etc, lo be cleared is time-consuming In melropolilan 
cities and towns where lakhs of cheques are presented for daily eJearanee. ibe 
endorsement system must be a mechanised one The Indian Hanks Aisocia 
tion has suggested the RBt and the SBI to do away with the pnetiue of 
endorsements 
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BANKING LEGISLATION 


I THE BANKING REGULATION ACT. 1949 


THE KEED 

Backs obtain funds from a large number of depositors Stareboldcrs of 
the bank iniest very small amounts by nay of shares and thus seek to control 
huge public funds in the fulfilment of their o«n ambitions and objectives 
DeposifoK are not allowed any say la the management of banks The 
government may safeguard the interests of the depositors and the public m 
general by bringing up a suitable legislation for regulating the banking 
business according to the needs of the economy of the country 

Upto the end of World War II, banking business in India ivas being 
regulated through provisions of the Indian Compaojcs Act. 1913 Although 
some special provisions for banking companies were made m U by making 
amendments in the Act m 1936 and onward but ail this did not suffice The 
independence of the country m 1947 brought new cliallanges before the bank¬ 
ing industry and the economy as a whole Public opinion m India was also 
m favour of passing a separate Act for baokiog companies In fact, the mam 
reasons that created the need for a special legislation for the banking industry 
were 

(1) Absence of coordination and co-operation between the widely 
spread indigenous bankers and modem joint stock banks 

(2f Gmanr^ aalr^si/ltycofnpctfttaa ataoag joint stock bscis 

(3) Insufficiency of powers with the RBI 

(4) Need of developing banking bosiness in mofussil areas 

fS) Lack of banking habit in Ibe public 

(6) Failure of a number of bank in (be late forties shaking thereby 
public confidence 

(7) Need to give a concerted look to (he various amendments made 
by the Government in the then existing laws 

Compelled by ihe above cimumstances, a compreheusiv e banking legisla¬ 
tion was passed m the name of Banking Companies Act. 1949 This act 
came into force from I6fh Marcb, 1949 This Act^ was later renamed as 
Banking Regulation Act, 1949 (No 10 of 1949) Since then it has been 
amended several times (recently m 1983) in order to keep it m conformity 

* The Anieodineni Aci, 23 of 1965 nbicb tame into force oa 1st >t3rch 15W 
ebaoged Its name to ihe Banking Regulation Act, 1949 
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wjtb (he changing circumstancej of deveh^iog economy of the country and 
to confer more powers on the Govcmmwjt and the Reserve Bank of India 
for an effective control on banks and their functioning 

SCHEUE OF THE ACT 

The Banking Regulation Act. 1949 has been divided into the following 
mam parts 

Part~I Preliminary (Sections I to 5A) 

Part~II Business of Banking Companies (Sections 6 to 36A) 

Part—IIA Control over Management (Sections 36AA and 36AB) ^ 

Part—IIB Prohibition of certain activities in relation to Banking 

Companies (Section 36AD)* 

Part—lie Acquisition of the Undertakings of Binking Companies m 

certain cases (Sections 36AE to 36AJ) • 

Part—111 Suspension of Business and Winding up of Banking Com¬ 

panies (Sections 36B to 45) 

Part—IIIA Special Provisions for speedy disposal of Winding up pro¬ 

ceedings (Sections 45A to 45Xi 

Part—IIIB Provisions relating to eeriain opereationi of Banking 

Companies (Sections 45Y. 45Z, 45ZA, 45ZD, 45ZC, 45ZE 
and 452r)« 

Part—IV Miscellaneous (Sections 46 (o 55 and 55A) 

Part—.V Application of the Act to Co-operative Bankj (Sec 56) * 

score OF the act 

The Act applies to whole of India According to Section ?, the provisions 
contained in (he Act, arc. addition to, and not save as heremsffer expressly 
provided, in derogation of the Companies Act, 1956 and any other law for 
(he time being in force ’ Thus, this Act specially applies to business of bank¬ 
ing and the companies engaged »n such business shall also be governed by 
the Companies Act, 1956 This Act is also not meant lo circumvent the pro¬ 
visions of other Acts such as Indian Contract Act, Negotiable Instruments 
Act, Bankers’Books Evidence Act, Codes of Civil and Criminal Procedures 
and Transfer of Properly Act, etc , except where expressly lO provided m the 
Act 

The whole of the Act except Section 56 is applicable lo banking com¬ 
panies which arc rot nationalised Since most of big hanks have been 
nationalised and they cease to be a company as defined under the Companies 
Act, 1956, some of the sections of the Banking Regulation Act now do not 
apply to nationalised banks Ilowcxer, some eff the sections of the B R Act 


• DTecllve from 1st Tebniary IW 

• rffcctive from Ijt Tebrusiy I96n 

• rtTcctlve from lil rebruary 

• Tburew r>rt was iDscned by tb« Difikma taw* Amendment Act, tISI, No, I 
ot PM 

• EfTcctive from lie M»reh IWfi. 
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arc still applicable to nationalised banking • Similarly, the provisions of thu 
Act are also applicable to co-operali%e banks as modified by Section 56 of 
the Act 

Under S 4 of the Banking Regulation Act, the Central Govemment 
dcrncs powers to suspend operation of all or any of ihe provisions of this Act, 
either generally or in relation to any specified banking company 

Under S 5 (A)* it is specifically laid down that the provisions of this Act 
shall have overriding effect notwithstanding anything contained m the 
memorandum or articles or agreement or resolution of the banking company 
which IS contrary or repugnant to the provisions of the Act 

DrrJNjTION OF ‘B4NKJNO COMPANY* 

Although the terra "banking* has been defined by various celebnties like 

Paget, Hart and Sheldon and legislations on banking tn different countries 
have also attempted to give definitions in this respect, yet the Banking Regvl' 
ation Act gives its own comprehensive definition of this term * 

According to Sec. 5 (1) (b), the term banking means, ‘the accepting, for 
the purpose of lending Of investment, of deposits of money from the pubic, 
repayable on demand or otfaerwise, and withdrawable by cheque, draft. 
Older or othcnvise ’ Thus, four csscotial characteristics emanate from this 
definition 

(1) Acceptance of deposits should be for the purpose of lending and 
invesiment In other words giving and la) mg of loans pnvately by 
individuals or mstituiions is not "banking* although banks do give 
loans to individuals 

(2) Conapnies accepting deposits for the purpose of finanang their 
trading or manufacturing business cannot be considered as banks* 
The money so deposited must be repayable either on demand or 
withdrawable by cheque, draft, order, or othcnvise, which again 
means that private money lending and indigenous banking do not 
fall Within the ambit of (his definition 

(3) The deposits should be accepted from the public That is,‘nidhis* 
and'mufti-bencfil societies* which accept deposits from their members 
do not come m this Icm Even the Co operative Credit Societies 
are also excluded from it 

(4) Acceptance of deposits should be in money Deposits in tangible 
assets cannot be considered as deposits with banks 

» Section 5, 6(1), 10,13, 14, I4A. 15. 17. 19.20.21. 2J to 28. 29 (nclusive of sub¬ 
section *3’). 31, 34, 34A. 35, 35A, 36 (exclusive of clause‘d of sub-section *1’), 36AD, 
4<j to 48. SO, 52.53 of tbe BaakioE Regulation Act, 1949 are applicable to tbe nauosal 
ised basks 

» Inserted by an amendment Act 33 of 1959 

* The Banking Laws Amendment Act, 1983 amphCed tbe eiisling dcnniuons 
of ‘approved securities’, ‘corresponding new bank*, ‘Development Back*. ‘Reserve Bank* 
and ‘Sponsor Bank’ 

* Tlie Banking Commission 1972 bad recommended that the definition of banking 
should cover'acceptance of all Linds of deposits urespectivc of tbeir mode of with 
drawat' 
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The above dcfinUfon of ‘Banking’ should be read alongwjth Section 5(c) 
of thw Act, which contains the definition of‘banking company* Accordingly, 
‘a banking company means any company which transacts the business of 
banking m India * 

The company must cither be incorporated in India under Section 3 
of the Companies Act, 1956, or it mast beaforcign company within the mean¬ 
ing of S 591 of the said Act According to unamended S 7 of the B R Act, 
1949, any banking company carrying on business of banking must use, ‘bank*, 
‘banker’ or ‘banking’m its name 

OTHER FORMS OF BUSINESS DONE BY A BANKING CXIMPANY 

Every banking company should do the business of banking as mentioned 
in Sec 5 of the B R Act In addition to this. Section 6 of the same Act 
also empowers banks to engage themselves in the forms of business narrated 
below 

1 (a}(l) Borrowing, raising or taking up of money 

(/i) Lending or advancing of money cither upon security or without 
security 

(ill) Drawing, making, accepting, discounting, buying, selling, eollxting 
and dealing in bills of exchange, huodis, promissory notes, coupons, 
drnRs. bills of lading, railway receipts, warrants, debentures, certi¬ 
ficates, scrips and other instruments and securities whether Irani 
ferablc or negotiable or not 

(h) Granting and issuing of letters of credit, travellers cheques and 
circular notes 

(i) Buying, selling and dealing in bullion and specie, 

(ti) Buying and selling of foreign exchange including foreign bink notes 
(ill) Acquiring, holding, issuing on commission, underwnting and dealing 
in stock, funds, shares, debentures, debenture stock, bonds, obliga 
tions, securities and investments of ail kinds 
(v«0 Purchasing and selling of bonds, scrips and other forms of seeurilies 
on bchalfofeonstitucnts or others, negotiating of loans and advances 
(«) Receiving of all kinds of bonds, scrips and other valuables on deposit 
Of for safe custody or otherwise 
{*) Providing of safe deposit vaults 
(*0 Collecting and transmitting of money and sccunlies 
(b) Acting as agents for any Government or focal authority or any other 
person or persons the carrying on of agency business of any descrip¬ 
tion including the cleanng and forwarding of goods, giving of 
receipts and discharges and otherwise acting as an attorrey on behalf 
of customers 

(e) Contracting for public and private loans and negotiating and issuing 
the same 

(rf) EfTccting. insuring, guaranteeing underwriting, participating m 
managingandcarryingoutofanyissue, public or private, of state 
municipal or other loans or of shares, slock, debenturei or debeniua 
stock of any company, corporation, or association tod the lendiag 
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of money for Ihe purpose of any sucli issue 
(<•) Canymg on and transacting escry kind of guarantee and indemnity 
business 

if) Managing, selling and realising any xtroperty nhich may come into 
ibe possession of the company in satisfaction or part satisfaction of 
any of its claims 

(g) Acquiring and bolding and generaHy dealing niih any property or 
any Tight, title or JEteresf in any such property nhicb may form Ibe 
security or part of the security for any loans or adsances or which 
may be coonected with any such secunty 
(A) Undertaking and executing of trusts 

(0 Undertaking the administration of estates as executor, trustee or 
otherwise 

(y) Establishing and supporting or aidmg in the establishment and 
sapport of associations, lostitutioos. funds, trusts and comeniesoes 
calculated to becefii employees or ex employees of the company or 
the dependents or connections of such persons, gTanting pensions 
and allowances and making payments towards insurance, subscnfaing 
to or guaranteeing moneys for cbaritabJe nr beneseJent objecis or 
for any exhibition or for any public, general or useful objects 
(k) Acquisition. coastructioa.toamtenaDce and alteration of any buildmg 
or works necessaty or coosenient for the purpose of company 
(0 Selling, unproMng, managing, det eloping, excbangiog, leasinc. 
mortgafiing, disposing of or turning into account or otherwise deahos 
with all or any pan of the property and rights of the company 

(m) Acquiring, underiakiag. the whole or any part of the business of any 
person or company w hen such business is of a nature enumerated or 
described in this sub-section 

(n) Doing all such other things as are inadcufal orconductie to the 
promotion or adsancemeat of the business of the company 

(o) Any other form of business^ which the Central Gos eminent may, by 
notification in the Official Gazctic, specify as a form of business in 
which it » lawful fora banking company to engage 

2. No banking company shall engage in any form of business other 
than those referred to in sub-section (!) 

f ROHIDmO't OF TRAOrKG 

According to Section S, a banking company cannot directly or indirectly 
deal in buying or selling or barlcnog of goods except for the purpose of real¬ 
ising a secunty gii en to it or held by it. 

Section 8 also prohibits a banking company to engage in any trade or 
buy, sell or barter goods for others otherwise than in connection with bills of 
exchange rccened for collection or negotiation or the administration of estates 

* TteBantinB Laws AmeDdomrt Art, I95J has lO ereised the scops of See. (1) (o) 
by amending section of the B R Art. Now the Ceatial Go\emmeni may specify any 
business e.£ equipment leasing, hire purchase cia vhich is lawful for abaolms com 
paoyand it iball sot be hit by the reslnrtions as laid dona tinder Section S 
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con'Utuims its board of directors 

(1) At least 51 jTcr cent of ibe total of number of Dircctore must connst 
of persons hasing special InowJcdge or practical expcnonce 13 
respect of one or more of the foDon mg : 

(i) accountancy, 

(f/) agneulture and rural economy, 

(ill) banlaug, 

(rr) cooperation, 

(i) ecoBonucs, 

(ri) finance. 

(rji) Ian, 

(uit) small scale indusUy, 

(;x) any other matter niuch would in the opinion of the Rcsena 
Banl of India be u^ful 10 the banLing company 
Out of abc^t, at tcasi two dneciors sbcniW have special kco^leAgt or 
practical wpenence in respect of agnculrare and rural econonj, ceoperatroa 
or small scale industry 

(2) These directors shall not 

(f) hat c substantial interest* tn or be conaseted with (a* cnployes 
or manager) (a) any compay not bang a company registered 
under Section 25 of the Companies Art, 1956, or (b) any firm 
which cames on any tmde, commerce or industn not being a 
small sole industnal concern, or 

(f/) be propnetofs of any trading, cemmercial or ind Jstnal concem 
not being a small scale industnal costcin * 

If the aboi e reqatrements are not falfiiled si any time, it shall be the 
duty of the Board of Directors to see that ibe rmmstitution is completed 
WTiere the reconstitution of the Braid entails reurezneat of any dnecior or 
directors, the Board ofDirectors may, by lets drawn in snch manner as may 
be prescribed, decide which director or dircaois shall cease to hold oScse 
^'\’hc^e ihe composition of Board of Directors docs not fulfil these 
requifsmenU, the Reserve Bank shall gnecnler to such banling company to 
reconsutule the Board and may, aAer iwo months of such orda; imnoi'C such 
director from oBcc and appomi a suitable pemoa fulfilling the requirements 
There is a prolubition on the interlociiiig djrcctorshJp According to 

' Section 5 (ne) of the BssLms RryutaDoa Ac^ IW? drSaci scbstsaiisJ mlrrtst’ 

In reliTion <0 a cornpai^.ilinezis Ibe holdos of a beneScial tnicres' by zn 
mdividoal or his spouse or xniiior siiDil, wbetber S!^}/or ttkea tOEttber, in the shem 
lierenf, ibe araouui pudspos whisbcscccds Rs SlildisOT lOJ-iof ibtpud^ capital, 
Tihjchei er ts less. 

In relation to a firm it means the beaeSaaJ lateren held tbTmn by an indro 
dual or his spouse or mmerebild, whelber smely or taken togetha. which repressrso 
more than lOJJ of the total capital subscribed bj all the partners of the said fina, 

• Secaoa 5 (aa) of the B B- Act, IM^ defines a ‘Small Scale Industrial Coastni’ 

It means ‘as> industrial concern in vhssb the investment in plani and oachi- 
nerv is not m escess of Ra. l lakhs or snch lu^ei amoant, not eit*ediDS Rs. 20 laUo, 
as the Central Goremm-ni may, ty notification in an offiaal Garetts, spec[5 mtius 
behalf, having regard to the treads nindnsmal development and other releianl factors.’ 
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Section l6, a banking company incorporated in India cannot appoint a 
person as director (i) who is already a directorof any other banking company, 
(ii) or who IS a director m conjpaoics which hold 20 per cent voting rights m 
the banking company 

APPOtNTMENT OF A WHOLE TIME CltAIRMAN 

(1) Under Section 10-B every banking company shall haica whole time 
chairman of its board of directors 

(2) He should be entrusted with the management of the whole of the 
affairs of the banking company 

(3) He should exercise his powers subject to superintendence, control 
and direction of the Board of Directors 

(4) He should be a person haying special knowledge and practical 
CTpenencc m a banking company or the Slate Bank of India or its 
subsidiaries, or a financial iflMiiuiion or that of finance, economic 
and business administration 

(5) He should be in the whole tunc employment of the banking company 
and should hold office for a period fited by the Board bjt not 
exceeding S years 

(6) He should be eligible for re election or reappointment 

A person shall be disqualiGed for appointment as Chairman, if he 

(j) js a director of any company, other than a company whuh is subsi 
diary of a banking company or a company registered under S 35 
of the Companies Act, 1956, or 

(fi) IS a partner of any firm whKh carries on any trade, business or 
industry, or 

(til] has substantial interest m any other company or firm or 

(iv) IS a director, manager, partner or proprietor of any trading com 
merciai or industrial concern, or 

(v) is engaged in any other business or socation 

If in the opinion of (he Reserve Bank, the person appointed as Chairman 
IS not a suitable person, the former may require the banking company to 
appoint another person as Chairman within a period of two months failing 
which (he RBI shall appoint another person as Chairman in his place 

In accordance with Banking Laws Amendment Act I9S3 (Act 1 of 1934}, 
Sec lO-B now provides that 

(/) oneof the directors of the banking company shall be chairman of 
Its board of directors, and 

{«) a chairman whose lerni of office has come to an end m certain 
circumstances shall continue to hold office, subject to the approval of 
IheReserveBank.untilhissuccessorassuraesoffice [See I&-B(5-A)J 

The Reserve Bank is empowered to appoint any person as chairman 
of a banking company when the office of the chairman remains vacant for c 
Jong time and where the interest of such a banking company arc beiog 
adversely affected (S« 10 BDJ 

Any director or chairman appoiated by the RBI under Sec ID-A ii not 
required to hold qualification shares la the banking company (Sec 1&-C> 
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The persoD Kmo\e6 from his office by the RDI under Sec lOA or 10-B 
or Sec 10 BB cannot claim compensation whatsoever (Section 10-D) 

IIINIMUXI PAID UP CAPITAL aSD RTStRVCS 

In order to win public confidence, it is essential that banking companies 
should have the minimum of paid up capital and reserves, as prescrib'd by 
the law The minimum limits of paid up capital and resenes without whrb 
a banXing company cannot commence its business, arc as tncBtfoncd below 
Foreign Banks In case of a banking company incorporated outside 
India the aggregate value of Its paid upcapita! and resenes shall not be less 
than Rs 15 lakhs and if it has a place of business in the aty of Bombay or 
Calcutta or both, Rs 20 lakhs 

Such hanking company is required to deposit the minimum amount as 
specified below either in cash or in the form of unencumbered approsed 
securities or m both With tbe Reserve Bant of India (Sec }i) 



Place of Biumess 

KfuunjBin aggregate 
value of paid up 
capital 
and reserves 

1 

If It has places orbusiaess to more than one Stale 

Rs. 

500000 

2. 

If any of such places of business are silualeil <n Bombay or 



Calcutta or both 

10 00 000 

3 

If has all the places of basioess to one Stale and oone of 



them IS situated lo the city of Bombay or Calcutta 
(o) for the principal place ofbusiness 

100 000 


plus 

(6) ID respect of each of its other placesof busmens tuated 
in the same divirici 

10 000 


plus 

(c) ID respect of each place of business situated elsevTbere 
vn the State otherwise than lu the same distnet 

23 000 


subject to an overall litsiC of 

5000X1 

A 

If It has one place of business only and that loo not in 



Bombay or Calcutta 


5 

If It hasallits places orbusinesi m one Slate one or more 



of Which IS or are situated in the city of Bombay 

5 00 000 


pins 

m respect of each place of business rshicb are situated out 
side the city of Bombay or Calcutta 

25000 


subject to an overall limit of 

10 03 000 


Such banking company shall also deposit 20 per cent of profits earned bv 
its branches m India at the end of each calendar year * On the recommenda 
tion ofthc Reserve Bank (he Central Government may exempt any banking 
company from depositing such profits for a specific period 

* Inserted by the Banking Cempames (Amendment) Act 1962 
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other Item of expenditure not lepreseated by tangible assets) ha\e been 
written 00"completely (Section 15) 

Provision of Sections 205, 206 and 207 of the Companies Act, 1956, 
regarding distribution of dividend also apply on banking companies 

According to an amendmeni,’ a banking company may declare dividend 
on Its shares without writing off the following expenses ♦ 

(i) depreciation in the value of its investments m approved securities, 
where such depreciation has nol actually been capitalised or other¬ 
wise accounted for as a loss 

(h) Depreaation, if any, m the value of its investments in shares, 
debentures or bonds (other than in approved securities), where 
adequate provision for such depreciation has been made to tbs 
satisfaction of the auditor of the banking company, and 
(ill) Bad debts, if any, where adequate provision for such bad debts has 
been made to the satisfaction of the auditors of the banking 
company [Section 15(2)] 

RESERVE FUND 

Every banking company incorporated in India must maintain a resene 
fund by transfering 20% of its profits every year before declaring dividend 
The Central Government, by an order, may exempt a banking company 
from the above provision provided the Reserve Bank recommends so keeping 
IQ view the adequacy of its paid up capital and reserves as compared to 
deposit liabilities of the banking company Tbc period of exemption shall be 
as specified m the order Such exemption shall be granted only when the 
rmounts in the Resene Fund and the Share Premium Account are not less 
than the paid up share capital of the company [Section 17(1)] 

According to an amendment,* even if the reserves becomes equal to paid- 
up capital, the banking company must continue to transfer 20% of its profits 
every year, so as to raise the paid up capital and reserves up to 6% of its 
deposit hsbiUties 

■yvhere a banking company appropriates any sum or sums from the 
Reserve Funds or the Share premium account, it must report this fact to the 
Reserve Bank within 21 days explaining the arcumstanees of appropriation 
The Reserve Bank may extend the period or condone the delay in making 
such report [Section 17(2)] 

CASH PCSERVES 

Every non scheduled banking company must mainiain, at least 3 per cent 
oflts total demand and time liabilities (DTT.) in India, in the form of Cash 
Reserves 

(1) with itself, or 

(fi) in current account w uh the Reserve Bank, 

(i/i) partly in cash with itself or partly m such account or accounts 

» Banking Companies {Amendmeniy Aa, 1959 
• Inserted by the Banking Companxet^Amaidmeui) Act, 1962. 
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Every non scheduled ban}: ErumaJw su6ni}t to the Reserve Bank before 
the 20th day of every month a return showing the amount so held on the 
alternate Fridays of the month and tfic particulars of its time and demand 
hahilitics (Section 18)» 

The term ‘Lnbilities in India* shall not include the following 
(fl) the paid up capita! cr the rtsetves or any credit balance m the profit 
and loss account of the banking company, 

(^) any advance taken from the Rcserre Bank or from the Development 
Bank or from the Exim Bank or from National Bank by the banking 
company 

According to an erpJanatioti appended to Section IS for the purpose of 
computation of liabilities of a non scheduled bank, the net liability of that 
bank to the entire banking system that is gross aggreiatc Inbihtirs reduced 
by balances mairfoined by it with all other btnls shall be taken into 
account 

The percentage of Cash Reserves may be revised by the TBI subject to a 
tnaximunt ceiling of IS percent It has been raised from time to time in order 
to control undue credit expansion ju the country, from the minimum 3% to 
5% m June }973 »n January 1977 and 6 S% on 3Jtt July 1981 and 7% 
on llth September, 1981 and further to 7 25% on 9ih April, 1982 It was 
later reduced to 7% in June 1982 In order Co curb the excess liquidity with 
the commercial hanks during the slick season (April September, 1983), the 
Reserve Bank announced a hike m CRR at 7 5% elTfciivc May 27, 1983 and 
at 8% elTcciivc July 29, 1983 Again M was 8 i% m August 83 and 9% siace 
4 Februaiy 1984 

ftrSTHJCTJON ON smibo tP Of SUBSlDIAkV COMPANIES 

A hanking company shall not form a subsidiary company except for the 
following purposes namely, 

(o) the undertaking of any bnsmess under Section 5 (1) (a to o), or 
(6) With the previous permission m siritmg of the Reserve Bank to 
carry on the business of banking exclusively outside India, or 
(c) the undertaking of such other business which the Rcscr>e Bank, 
may with the prior approval of the Central Government, consider 
to be conducive to the spread of banking tn India or lo be other 
wise useful or necessary »n lAcpubfic mtenKffiecuanji'^'t'ffj'' 

In an explanation appended to this jcclion it has been made clear that 
forming of a subsidiary by o banking company for the said purposes shall not 
be a t lolalion of Section 8 Except as aforessKl, a banking company shall not 
hold shares in anothercompany, as pledgee, mortgagee or absolute owner, 
for an amount exceeding 30% of the own paid up thare capita! of lhat 
company or 30% of its own paid op share capital and resenes whichever, 

IS less [Section 19 (2)) 


• Insetted wi'h |OSJjloft9Wl. 

I Subiliiuled by w"irw»l Art. MSI (I of I9M) 
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RESTRIcnONS OV LOANS A^’D ADVANCE 

Certain restrictions have been imposed on banks for their loans and 
advances so tbatunduc persons ma> not west control of the management of 
anj bank or the persons taking part in the management of banks maj not 
gi%c undue advantages to the concerns in sfhich they hast direct or mdirect 
\ested interests The follov, mg are such restrictions' 

(o) A banking companj shall not grant an> loans and advances on the 
'ecunty of its ow shares * 

{b) A banking company shall not enter into anj comnutment for 
granting an) loans or advances to or on behalf or 
(i) anj of its directors, , 

(lO any firm m tthicb any of Its directors js jnleresfed as partner, 
manager, employee or guaraolor, 

(ill) an> company (not being a subsidiary of the hanking companv 
or a company registered noder Section 25 of Companies Act, 
19*^6 or a Cosemmeot company)* or the subsidiary holding 
company ofnhich any of the directors of the banking company 
IS a director, manager, employee or guarantor or la sshicb he 
holds subnaaiial interest, and 

(ii) any individual in respect of nhom any of its directors is a 
partner or a guarantor [Section 20 (1)) 

For the purpose of this seettoo ihe Rcsene Hank ts empoTrered toisnie 
orders specifying the araonots due not lo be treated as loans and adv-aases. 

In case of any doubt, srhether any transaction is a loan or advance, tbe 
decision of tbe Reserve Bank shall be final 

The term‘Director’m this section shall include a member of any Board 
or Commillee in India constituted by a banking company for the purpose of 
manaciag or advising It in regard to tbe management of all or any of its 
affairs 

RTCONTRY AND REMISSION OF DEBTS 

WTicrc loans and advances as oanaled in Section 20 (1) haie already 
been granted the banking company should recover them either at the 
stipulated period or before the expny of one vear from the oomnicnceinfQt of 
ibe Act (i e , 1st Fcbniaiy, 1969) However, tbe Reserve Bank is empowered 
to extend this penod not exceeding 3 years with such terms and conditions 
as it may like fSection 20 (2)] 

A bankine company shall not allow leimssion of all or a part of d“bls 
mentioned in Section 20 (I) without seckmg a pnor approval from the 
Reserve Bank Any remission, contravention of this rule shall make the 
same void. [Section 20 (3)! 

’ Inserted by the Amrnimtni Aa 19W 

* Tbe Goverament in its General Order dated Februajy 1 1969 has speafied ihsi 
Loans and Advances under Sec 20 shall art include (i) those at-amsi coverameat 
securities life losarance policies or fixed deposits, and {it) loans and advances to tbe 
AgncuJtnra! Finance Corporation Lld- 

• Inserted by ihe AtnaidmerJ Act, 19M 
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Any director comimtimg default m the recovery of debt? narrated m 
Section 20 (I) within the period mentioned m Section 20 (2) shall be 
deemed Jo have vacated bis oJUce on Ibf dale ofdffjuJt jSectwn 20 (4)J 

POWER To CONTROL ADVANCES 

The Reserve Bank may, in ihe interest cf the depositors or banking 
policy or in the public interest, control advances by directing the banking 
companies either generally or particularly (Section 21 (I )J 

Notwithstanding anything coniaincd in Ibc Usurious Loans Act, 1918, or 
any other law relating to indebtedness m force m any State, the rates of 
interest charged by banking companies shall not be reopened by anyCoun 
(Section 21-A) 

The Reserve Bank’s directions to control the advances may relate to the 
following 

(1) l)ie purposes, for which advances may or may not be made, 

(2) r/ir nitrrgwi to be maintained >a respect of secured advances, 

0) fhemaxirmtnt amount of (having regard to the paid up 

capital, reserves and deposits of banking company and other relevant 
considerations) to any one company, firm, association of persons, or 
individual, 

(4) the wflt/im/m cmouni o/gMoraniees that may be given having consi- 
derations noted above, and 

(5) the rare cf (urerest and oilier terms and conditions on which 
advances may be mvdw or guarantees may be given 

Directions in the aforesaid manner shall be binding on all the banking 
companies or any banking company, as the case may be [Section 21 (2)] 

The Reserve Bank of India exercises these powers m the form ofdirrciivn 
under ‘Selccitve Credit Coniroi* in order to control the volume of credit given 
by banks so that speculative activities and the price* are held in check 

UCENStNO or BANKINO COMPANrcS 

Every banking company must hold a licence from the Reserve Bank of 
India to carry on Its business m India An application in writin 55 must be 
made by the concerned bank to the Reserve Dank [Section 22 (2)1 

Before granting a licence, the Reserve Dank of India shall satisfy itself by 
inspecting (he books of the company if the following conditions are fulfilled 
0 licence may be granted • 

(a) that the gcncri) character of the proposed rnanagement of the com 
pany will not be prejudicial to (he public interest or to the interest 
of its depositon 

(b) that the company has adequate capital stniclurc and earning 
prospects, 

(e) that the public interest will be served by the grant of a licence to (he 
company to carry on banking business jn India, 

(d) (hit having regard to ihe banking facilities available in the 
proposed principal area of operations of the compan). the potcrtia! 
scope for expansion of banks already rn existent in the area noulj 
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not be reduced, 

(e) any otber condition, thefuISlment of whicli uould, jo tlie opinion 
of the Reserve Dank, be necessary in the public interest or in the 
interest of depositors [Section 22 (i) (3)] * 

Before granting any hcencc under this section to a company 
incorporated outside India, the Reserve Bank may require to be satisfied by 
any inspection of tic books of the company or othcnvisc that the condiPons 
specified m snb-scction (3) are fulfilled, and 

(i) that the carrynng on of banking business by such company in India 
Will be in the public interest, and 

(ii) that the Government nr law of (he country in which it »s mcorpora* 
ted does not discriminate in any way againct banking companies 
registered la India, and 

(f/i) that the company complies w ith all the provis ons of this Act apph 
cable to a banking company incorporated outside India [Section 
22 (I) 3 (A)] = 

A banking company having applied for a licence may carry on Its 
business until it is served with a notice by the Resene Baol that a licence 
cannot be granted to it 

The provisions m this section are intended for istucnce of licences to 
banking compaoies having sound financial standing The Resene Bank by 
an inspection of the books of the company or others ise shall ensure that the 
applicant's liquid assets arc sufficient to meet claims of depositors and (bat 
liecooductof the company won't bedetnmenial to tbe public interest in Iod». 

CAhCtLLAtlO»J OF UCENCES 

The Reserve Bank may cancel a licence granted to a banking company: 
(a) if the company ceases to carry on banting business m India, or 
(by if the company at any tune Jails to comply with any of the condi¬ 
tions mentioned under sub section (1). (3) and 3 (A) of Section 22 
The Reserve Bank may or may not give an opportunity on such terms as 
it may specify to the barking company for fulhlling such conditions 

Any banking company aggneved by (he Resene Bank's decision to 
cancel the licence may appeal to the Central Government within 30 days from 
the date on which such conditioa is communicated to it The deci'^ion of the 
Central Government shall be final 

Where the application for Icence has been initially rejected by the RBT, 
no appeal can be made against such decision (Sajjan Pr} Lid tj 
R eserre Bank of India (AIR 1961 blad 8) 

OPENING OP NEW BRANCHES OR SHIFTTNG OF EXISTING PLACES OF BLSINFSS 
Without obtaining prior approval of tbc Reserve Rank 
(o) DO banking company shall open a new place of business in India or 
change otherwise within the same city, town or village, the location 
of an existing place of business situated in India, 

^ Amendment Alt, I9S3 (l ofl5S4) 

•Amendment AH. 19S3 (1 of 19M) 
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(b) no banking company incorporated m India shall open a new place 
of business outside India or change, otherwise than wiihm the same 
city, town or village, location of an existing place of business situated 
in that country or area 

Permission of the Reserve Bank is nol necessary where the banking com* 
pany has to open a temporary place of business for a period not exceeding one 
month, within a city, town or viffage or the environs thereof, wilhm which 
the company has already a place of business for the purpose of affording 
banking facilities to the public on the occasion of an exhibition a conference 
or a mela etc 

Before granting permission for new branches, the Reserve Dank may 
inspect' a banking company nml its books anrf accounts and shall satisfy itself 
regarding the following 

(1) the financial condition and history of the company 

{It) the general character of the management 

(hi) adequacy of capital structure and earning prospects of the company 

(A) opening or shifting is in the public inlerest 

Permission may be granted by the Reserve Bank on such terms as it may 
think fit Where at any time (he Reserve Bank, is of the opinion that the 
banking company is not complying with the conditions imposed, it may 
cancel the permission after giving reasonable opportunity to the company to 
plead Its case (Section 231 

MAtl^pNANCr OP t tguio ASSETS 

Every banking company is required to maintain m India 

(A) in cash, or 

(B) in gold valued it a price not exceeding the current market price or 
in unencumbered approved securities valued at a price determined m 
accordance with such one or more of. or combination of, the follow¬ 
ing methods of vnlualion namely, valuation with reference to cost 
price, market price, book value or face value, ns may be specified by 
the Reserve Bank from time to lime, 

an amount which shall not, at the close ofbusiness on any day, be less than 
25 per cent or such otherperventape not exceeding 40 percent, as the Reserve 
Bank may from time to lime b> notification in the OITlcial Gazette specify, 
of the total of Its demand and time liabilities m India as on the last Friday 
of the second preceding fortnight ’ (Seclion 24 (2A)1* 

Thus the amended clause has furlbcr changed the mode of valuation of 
approved securities for the purpose of slituiory liquidity ratio in pursuance 
of the recommendations of the Working Group on Public Debt hfanagement 
set up by the Reserve Rank 

An explanation is also added to provide that the market pnee shall be 
the price as on the date of issue of the notification or as on any earlier or 
later date as may be notified from lime to time by the Reserve Bank in respect 

' As per po«ert conrerred upon »t Infm by Section iS of the fUnling Rrfulaiioii 
Act. |W9 

* Antnihnent Act I9SS(lo{t9S4}. 
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or any class or classes of securities 

This IS knouTi as Statutory Liquidity Ratio or SLR The Reserse Bank 
IS emporsered to increase this ratio and compel the banks to keep a larger 
portion of their liabilities m the form of liquid assets This ratio has been 
charged upward frequently from 30% m November 1972 to 32% jn Nov 
1973, to 33% in June 1974 and to 34% in December 1978 This has further 
been raised to 34 5% on 25th September 1981 and to 35% on 30th October 
1981 and now 35 5% elTectne from July 28, 1984 and 36% effective from 
September 1, 1984 The Reserve Rank is also emponcred to vary this ratio 
in case of the Regional Rural Banks 

The amount of liquid assets to be maintained under SLR shall be in 
addition to the cash reserve maintained by a scheduled bank under Sec. 42 
of the Reserve Bank of India Act, 1939, or bj a non scheduled bank under 
Section 18 of the Banking Regulation Act, 1949 However, the following 
amounts shall be included m the amount of SLR 

(i) amounts to be deposited with the Resens Bank under Section II, 
sitpro, by the banking company incorporated outside India 
III) cash or other balances maiotaioed b> a non scheduled bank m 
excess of cash reserves to be maintained under Seclioa 18 
(>/{) any balance maintained by a scheduled bank with the Reserve Bank 
m excess of the cash reserves required to be maintained under Section 
42 of the Reserve Bank of India Act, 1934 
(i>) the net balances in current sccouots maintained in India by a sebe* 
doled bark ^ 

(i) any balances maintained by a Regionsl Rural Bank in call or tu,ed 
deposit with Its Sponsor Dank IScction 24 (2D)1 
For the putoose of ensuring compliance with ihe provisions of this section, 
every banking company shall, not later than twenty days after the end of the 
month to which it relates, furnish to Ihe Reseive Bank m the presenbed form 
awA TOAWAC a. twaniM^ cet'Kuisbciwvu.g.vn.vtvyilics'iC its assets and demand 
and time liabilities [See 24 {3)]' 

The Reserve Bank has also been empowered to charge penal interest if 
there IS a default in the maintenance of the minimum statutory liquidity ratio 
In certain cases penal mlcrcst may not be dtmasded [Section 24 (3) to (8)3 

MAINTENANCE OF ASSETS tV INDIA 

The assets in India of every banking company at the close of Ihe business 
on the last Friday of every quarter, or if that Friday is a public holiday under 
the Negotiable Instruments Act, 1881. at the close of the business on the 
preceding working day, shall not be less than 75% of its time and demand 
liabilities in India [Section 25 (I)] 

The following explanations have been appended to the above Section 
(1) ‘Assets in India’ shall be deemed to include Ihe following even if 
they arc held outside India 

(o) Export bills drawn in India and import bills drawm on and payable 
in India and expressed in such ctuTcrcics as are approved by the 
• Amended and inserted by tbe AmnOmasl An, 19S3 
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Reserve Bank 

{b) Such sceundes as the Reserve Banl. may approve m this behalf 

(2) ‘Liabilities in India* shall not include (a) the paid up capital, (b) 
the reserves, (c) any credit balance in the profit and loss account of the bank¬ 
ing company 

(3) ‘Quarter* means the period of three months ending on the last day 
of March, June, September and December ISccljon 25 (3)] 

SUBMISSION or RrruRNS 

Every banking company must submit the following returns to the Reserve 
Bank within the time specified Ihereagainst 

(1) Monthly return of its liquid assets held m India and its time and 
demand liabilities m India at the close of business on each alternate Priday 
during the month This must he submitted not later than 20 days after the 
end of the month to which it relates fScction 24] 

(2) Within one month for the end of every quarter, a quarterly return of 
liquid assets held m India upto 75 per cent of the time and demand liabilities 
as at the close of business or the last Priday (Section 25] 

(3) Annual return of non operated or dead accounts lying with the 
banking company for the last 10 years within 30 days after the close of each 
calendar year (Section 3d] 

(4) Monthly return showing assets and liabilities in India at the close 
of business on the last Priday of every monih or, if j| is a holiday, on the 
preceding working dav before the close of the month succeeding that to which 
It relates (Section 2^1)1 

(5) Any return or statement if demanded by the Reserve Bank relating 
to the business or alTairs of the banking company le, classification of iis 
advances, investment, etc [Section 27 (2)] 

PREPARATION OP BALANCE SlirtT AND PROrif A. LOSS ACCOUNT 

At the CApiralion of each calendar year, every banking company incor¬ 
porated in India in respect of all business transacted by it and every banking 
company incorporated outside India, in respect of all business transacted 
through Its branches in India, shall prepare with reference to that year a 
balance sheet and a profit and Joss account as on the last working day of the 
} CSC rrr tfre fonns set ow t fit tkc TAnrJ ScJtevAivk* sv ss /fear ?/ Civaravsif 

tanccs admit The batmcc sheet and profit and loss acoount shall be signed 

(1) In case of a banking compiny incorporated in India, (/) by the 
manager or the principal olTiccr of the company, and (in) h here there arc 
more than 3 directors of the company, by at least 3 oftliose directors or where 
there arc not more than three dircctow, by all the directors 

(2) In the evse of a banking company incorporated outside India, (/) by 
the manager Of (ii) (he principal officer of the company in India (Section 
29 (2)1 

The provisions of the Companies Act, 1956 relating to the balince sheet 
and the profit and loss account of T company shall also apply to a banking 
company insofar as they are not tncomistcnl with the pfoiisioni of the 
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Banking Regulation Act, 1949 Notwithstanding anything to the contrary 
contained in Section 210 of the Companies Act, 1956, the period to which the 
profit and loss account relates shall m the case of a banking company, be the 
period ending with the last working day of the year immediately preceding 
the year in which the annual general meeting is held [Section 29 (2A)]' 

AUDIT OF ACCOUNTS 

The Balance Sheet and Profit and Loss account prepared in accordance 
with Section 29 shall be audited by a person duly qualified to act as an 
auditor of companies * [Section 30 (l)J 

Every banking company shall obtain prcMous approval of the Reserve 
Bank regarding appointment, re appoiniment or removal of the auditor The 
Reserve Bank is empowered to diitcl the auditors of the company toauditlhe 
accounts in relation to a particular transaction or a class of transaction 
specified by it m the Order Tfic company sliall bear the expenses of such 
audit ’ 

The rights, duties and liabilities of the auditor ofa banking company 
shall be same as that of a company auditor laid down in Section 227 of the 
Companies Act, 1956 [Section 30 (2)J 

The auditor of a banking company in his report shall also state the 
following III addition to the matters they are required to stale under the 
Companies Act, 1956 

(a) Whether or not the information and explanations required by him 
have been found to be saitsfectory 

(A) hciher or not the iraosaciions of the company which have come to 
his notice have been within the powers of the company 
(0 Whether or not the returns received from branch offices of the com 
pany have been found adequate for ihc purpose ofhis audit 
(d) Whether the profii and loss account shows a true balance of profit 
or loss for the period covered by such account ^ 

(0 Any other matter which be considers should be brought to the notice 
of the shareholders of Ihc company [S'ection 30 (3)] 

The report of Auditors along with audited balance sheet and profit and 
loss account be published m the prescribed manner and three copies thereof 
be furnished as returns to the Reserve Bank witliin three months from the 
last day of the pcnod to which they refer [Section 32] 

Every banking company incorporated outside India must display a copy 
of audited balance sheet and profit and loss account not later than the first 
Monday in August following the financial year to winch they relate, in a 
conspicuous place m its principal office and ui every branch office m India 
and shall continue to display the same (ill they are replaced by the next 
audited balance sheet and profii and loss account [Section 33] 

• Inserted in 1983 

• According to the Companies Act 1956 a person who is a Chartered Aceoimlaat 
IS qualified tf> act as an auditor of a company 

• Section 30(0 (A) (B) (C) has been inserted by the Darling Companies fAmend 
rnenl) Act 1968 
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t*OWER TO DENY DOCWMCNrS Or CONFlUrKTIAL NATURE 

A banJ^fng company* cannot be compened by any authority under the 
Indusiria] Disputes Act, 1947 to produce any document or disclose any state¬ 
ment or information which is of conlidcntial nature and that their production 
or furntshing or disclosure would result m disclosure of mrormation relating 
to • 

(/) any reserves not shown m the published balance sheet, or 
(It) any particulars not shown in (hes aid balance sheet in respect of 
provisions for bad and doubtful debts and other usual or necessary 
provisions [Section 34 (A)I 

In/ill India Bank employees' Association vj national Indian Trlbunai 
(Bank Disputes nnd others},* »t was held by the Supreme Court that these 
provisions shall not contravene the fundamental right guaranteed to tiads 
unions by the Indian constitution Ifowever, such information may be 
obtained by the concerned authorities from the Reserve Rank of India, which 
also gathers such information from various returns submitted to it by the 
member banks 

RrSERVE BANK Or INDIA POWERS OP INSPrCrtlON 

The Reserve flank either at its own initiative or at (he direction of the 
Central Government may inspect a banking company and its books and 
accounts to find out tf the alfain of the banking company are conducted in 
(he in(erc8( of (he depositors 

Every director, ofTiccf or employee of the banking company shall be 
under an obligation to produce (o the Reserve Hank all such books, accounts 
and other documents and information relating to a(Tai/s of the banking com 
pany as the Reserve Hank OfTiccf may require The ofTicer may also enamine 
on oath any director, oITiccr or employee of the bank 

On receipt of a report from (he Reserve Hank, if the Central Government 
IS of the opinion that the affairs of (he banking company are being conducted 
to the detriment of interests of the depositors, it may, after giving opportunity 
to the banking company to explain its position, by order in writing 

(a) prohibit the banking company from receiving fresh deposits, and 
(h) direct the Reserve Bank to apply under Section 38 for the winding 
up of the banking company , 

The Central Government may publish (he report or such portions thereof 
OS It may think fit The Reserve Bank shall supply a copy of its inspection 
report to the banking company • [Section 35 (Iff 

• RjnVinfi Comratiy, under ihi* section sNatl ineliKle the Reserve RinV, the 
Devetofmen* Rank, the (jtim Itsnk, the Ketionai Dank, a regional rural bank and a 
subsidiary bank This was amended 1a I93J 

*S C., I^Ol. 32. p 302 

• The term banking company, for the purpose of Secnon 33 shill include 

(a) In the cue of a binklng eompiny Insorporaied outside India, all Its 

branches in Indii 

lb) tn the one of a banking Incorporaied In India : (i) all its subw 

diaries formed for the purpose of cairyiAg on business or banking esdunrely outside 
India (ii) ■!> ■'* branches Mhelhef iifsutett in trdia'or outside fndia 
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Notwithstanding anything to the contrary contained in any law for tfae 
time being in force and without prejudice to the provisions of sub section (1), 
the Reserve Bank at any time, may also cause a‘SCRUTINY’'to be made 

by any one or more of its ofneers, of the alTairs of any banking compaDy and 
Its books and accounts 

A copy of the report of the scrutiny shall be furnished to the banking 
company if the banking company makes a request for the same or if any 
adverse action is contemplated on the basis of such scrutiny [Section 35 (lA)}* 
The Reserve Bank carries on the work of inspection of member banks 
through Its Department of Banking Operations and Development Inspection 
may be of two types (1) Financial Inspection, (2) Annual Appraisal 

The tnJin thrust of ‘Financial Inspection* is on the appraisal of assets 
and habtlitics of the bank and on tts methods of operations In the ‘Annual 
Appraisal’ emphasis is laid on organisational set up, resource mobihsation. 
credit appraisal, prohtabiliiy, internal control system, etc 

BESCRVn DAKK OF INDIA TOWERS TO GIVE DIRECTIONS 

The Reserve Bank may from time to lime issue directions to banking 
companies generally or to any banking company particularly if the Reserve 
Bank deems it necessary to do so 
(i) in the public interest, or 

00 to prevent the affairs of any banking company being conducted in 3 
manner detrimental to the interest of the depositors or m a manner 
prejudicial to the interests of the banking company, or 
(ill) to secure the proper management cf any banking company general 
ly, or 

(tv) in the lotetesi of the banking policy [Section 35A3 

RE5ERVI- BANK OF INDIA CONTROL OVER TOE MANAOEMBNT 

1 Appointiu^nl of A[ana$fng Oirccror ftc The appointment or re¬ 
appointment of a managing or wholelime director, manager or chief executive 

the Reserve Dank Any amendment m (he provisions of appointment reap¬ 
pointment, termination, and remuneration shall not be made without the 
prior approval of the Reserve Bank 

The Reserve Bank’s approvaP is also necessary for any change m the 
maximum permissible number of directors of a banking company [Section 
35-Bl 

The Banking Laws Amendment Act, 1983 has also removed the existing 
dual control m regard to the tnanagenal rcmumcration m the case of a bank¬ 
ing company, are by tbe Reserve Bank under Section 3SB of the Banking 
Regulation Act 1949 and the other by the GoYcrnmcnt of India in the 
circumstances mentioned in Section 198 of the Companies Act, 1956 [Section 
35B (2) A1 

• "nie diffcreQce in the words 'iDspectioo and Scrutiny’ may be noted 

• Inserted by the Amendment Act. 19S3 

• laserted la 1983 
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2 Rmo\al of Bank Officer The Reserve Bank of India may, in ihc 
public interest or in the interest of depositors or for the proper management 
of the banking company remove from ofllcc any chairman, director, chief 
executive oUiccr or any officer or employee of the banking company, by 
giving an order m writing Tlie order shall contain reasons for his rcmosal 
and the date from which il shall be effective The person against whom such 
order is to be issued should be giten reasonable opportunity for explaining 
his position However if the Reserve Bank <$ of the opinion that any delay 
m his removal will be detrimental to the interest of the banking company or 
Its depositors, the person may be removed immediately pending consideration 
of the representation The aggrieved may prefer an appeal to the Central 
Government within 30 days of such order The decision of the Central 
Government shall be fiinl 

The person so removed may be debarred from taking part directly or 
indirectly, in the management of any banking company for a period not 
exceeding five years No compensation for loss of office shall be payable to 
the person so removed 

The person contravening these provisions shall be punishable with a 
fine not exceeding Rs 250 for each day during which such contravention 
continues 

The Reserve Bank may appoint a suitable person m place of the person 
so removed Such person shall hold oflicc at the pleasure of the Reserve 
Bank not exceeding three years at a time He shall not incur any obligation 
or liability if he acts tn good faith m the execution of his duties [Section 
36AA] 

3 Appoiitirncni of /l</</<frc»na/ Pircctors The Reserve Bank may appoint 
one Of more persons as additional directors' on the board of a banking com 
pany if It thinks necessary (0 in the interest of the banking policy, or (n) in 
public interest, or (ih) in the interest of banking company or (fr) m the 
interest of Its depositors The person so appointed shall hold office at the 
pleasure of the Reserve Bank not exceeding three years at a time Such 
person IS not reciuircd to hold qualification shares He shall not incur any 
JiabiJily or obhsaiion for anyibmg done or omilted to be done in good faith 
m the execution of the duties of his olficc ISeclion 36 ABJ* 

oTiitR rowcRS or the reserve bank 

Hie Keserv e Bsnk shall frjte the Mfoorng 3ddtti<jftsl pwt ers sttJ /uvw> 
tions m relation to banking companies 

(0 It may caution, prohibit or give general advice to a banking com 
pany in particular or to all Ihc banking companies in general against 
entering into any particular transaction or a class of transactions 
(fi) It may, on a request, assist a banking company as intermediary or 
olhcrw ISC in a proposal for Ihc amalgamation of the company 
(m) It may give assistance to any banking company by means of 

The I (tilt on the nomher of aUJitional 0 tector* *hich ihe Reserve B»nk C*n 
appoint, was remived by the Acnendmeat Act I9SJ 
• Inserted by »n amendment la I9M 
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granting a loan or ad^’aorc to iL 

(n) It ina>. dunnp the coords, or after the ecnjpJrtjoa of m^pection cf a 
banViDg companv unfirr Sertioa 35, bj an Older in untjDS. 

(e) require a banlioc cwnpam to eaU a meetioc of its directors o* 
require anj officer of ibc coDpan%, to difcnss any isstlei 
relating to Ifce affairsoflhe baoling conjpanr,-nTih art cSoer 
cf the Resene Baol, 

(f>) depute one or more of its officers to vaici and ic po j l lie 
procccdiBS of anN zaedingcf Board of Dircctrors or of any 
comnntlee or of anj bod> constituted by it, 

(c) require the Board of Direclois, or coinraTttee or other bodr 
constitute b> the banting eoropany to tj\e in -wTitag all 
notices and other communications, rdatinc to its jneclmc, to 
an officer so deputed at his tisoal address, 

(d) appoint one or more of its officers to ebsme and report th* 
msnner tn s^hich the affairs of the hanttBS conpans o'its 
offi«5 or branches ate bcint condncied, and 

(e) require a banting compans to male ncoesssjy chantes ra tbs 
xnanagetnent ■within a speefed time 

(i) It shall male an annual report to the Central Go^enuaest of the 
trend and progress of banting m the ccuatrT and ^geest therein 
wa%s of strengthening of the barling buMness tirenjcheta the 
couotrv 

(ri) Itmaj appoint such staff at sachjlacw as ttihinlsnecessan for the 
scrutiny of returns. •statemeDts or mformalim funushed by the 
banting companies under the Acu 

PKOHlBrnOK OF CERTAIN ACTIt mcS 

Back emplojces frequendj resorimg to certam activities tn the premises 
or outside the premises of the banting company arc prohibited. Acco'flmglj. 

(1) No persan shall obstrnct an\ person from lawfulij estenng or 
leaving the premises of a bantiog conpanv or from carrying on any 
business ibcie. 

f2) No person shall holdaay demonstration within iheoffiteorplastof 
businMS of a banking company which is sjolent or which prcveuls 
or IS calculated to prevent the transacuoa of the normal business 
bj the banking company 

(3) No person shall act in any manner calculated to uademiae the 
confidenre of the deposnors m the baniing company 

The person contravening any of the said provisions shall be pmishabls 
with imprisonment for a tenn whi^ may enend upto 6 months or with fine 
whidi may cilcnd upto Rs. 1,000 or both 

No court shall tale cognizance of anv offence punishable under this 
section except when a complaml in imting is made to ii by the Resen e Bank 
or by any person authorised by it in this behalf 

For the purpose of this section, the term ‘hanltmg company'* mdndes the 
Reserve Bank, the Development Ban! the Exim Bank, the National Bank the 
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State bank of Jndta, a corresponding new bank, a regional rural bank and a 
subsidiary bank » [Section 36 AD] 

ACQUISITION OF UNDERTAKING Of A BANKING COMPANY 

On recommendation by the Reserve Bank, the Central Government may 
acquire the undertaking of a banking company, if such company 

(i) has failed to comply with the directions given to it by the Reserve 
Bank under Section 21 or Section 35A relating to banking policy, 

(«) IS carrying on Its business to the deirimeni of the interests of its 
depositors, and 

III) that acquisition is necessary for the better provision of credit 
generally or of credit to any particular section of the community or 
m any particular area 

The Central Government, may. after consultation with the Reserve Bank 
may acquire the undertaking of a banking company with effect from such 
date as may be specified by it in the order The undertaking of the acquired 
bank and its assets and liabilities shall stand transferred to and vest in the 
Central Government with effect from the dale so specified 

Before acquiring the uoderiaking of a banking company, the Central 
Government shall give a reasonable opportunity to such company shewing 
cause against such acquisition [Section 35 AE) 

The Central government, m consultation with the Reserve Bank shall 
frame a scheme of acquisition* of a Bank under this Section [Section 35 AF] 
Compensation shall be paid to each shareholder of the acquired bank, m 
accordance with the norms contained m the Fifth Schedule If the compensa 
lion IS inadequate, the aggrieved shareholders may request the Central 
Oovernmenc to refer such matter to the Tnbunal [Section 36 AG] 

The tribunal, consisting of a High Court or Supreme Court judge and 
two other members, shall have powers of a Civil Court while trying a suit 
vnderthe Code of Civil Procedure, I90S [Section 36 AHJ 

SOSPENStON OF BUSINESS 

On the application of a banking company temporarily unable to meet 
Its obligations, the High Court may make an order (a copy be forwarded to 
the Reserve Bank) staying the commencemeni or continuation of all actions 
and proceedings against the company for a fined period of time The period 
of such ‘moratorium^ sfiaTl not exceed six roontfis 

• These changes occured in 1953 doc to changes in deSnilion of various banks 

under Section 5 ot the D R. Act , 

• The scheme of acquisition shiK contain aJlor any of ihe^olloninc mafters 

<l) The details about the corporation or the company lo be locorporated for the 
purpose of take-over 

(2) ThccoBStituliooofthefirstBoardorManigemoitorihe transferee bank 

(3) The continuance of the lervicttof altthc employcesofihe acquired busk iff 
the Central Covemroent or in ifte transfcfee bank 

(4) Compeniaijon payable to the shaieholderi of ihe acquired bank 

(5) Provision of transfer of assets and liabilities of the acquired bink In a 
foreign country 

(6) Any other Incidentit consequential and suppktneoiary mittera 
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The High Court shall entertain the application only when it is accora 
panied by a report from the Reserve Bank mdicating that such rnoratonum 
shall help the company to pay lU debts 

The High Court may grant rehef of accompaniment of such report but 

Jl must call for a report from the Reserve Bank of India on the affairs of the 
banking company 

TheHigh Court may appoint a Special Officer, who will lake immediately 
in his custody all the assets, books, document, elTccts and artionable claims 
of the banking company The special officer shall also exercise other powers 
conferred on him in the interest of depositors 

Where the Reserve Bank is satisfied that the affairs of the company, for 
which a moratorium has been granted, are being conducted in a manner 
detrimental to the interest of the depositors, it may make an application to 
the High Court for the winding up of the banking company [Section 37J 

WINDISG VP OF A nA^Kl^Q COMPANY 

Wwdwg vp tbe Court The High Court* shall order the winding up 
of a banking company in any of the following circumstances 

(1) if the banking company IS unable to pay us debts or 

(.2) if the Reseri e Bank has made an application to the High Court for 
the Winding up of a banking company under Section 37 or under 
this Section [Section 3S1 

A banking company shall be deemed to be unable to pay its debt 

(a) If It has refused to meet any lawful demands made at aay of its 
offices or branches within two working days, if such demand is 
made at a place where any office, branch or agency of the Resene 
Bank exists, or within five days if such demand is made elsewhere 

(b) If the Reserve Bank certifies m writing that the banking company 
is unable to pay tis debts * 

Where a debt is under dispute and the banking company thinks that it 
IS not liable to pay the debt, the non payment shall not be couslruecl to be 
iTKiknbAy io-pay ^EVorJiTfioms Vfti "is Covmbatore £Sf? Ltd W19 

Wad 265)] 

Under Section 38, the Reserve Bank shall make an application for 
lading up of a banking company in any of Ibe following circumstances 

(a) If the banking company 

(i) has failed to comply with the requuements of See 11*, or 
(n) has become diseolitled to carry on banking business m India, 
by reason of Section .2,* or 

' The term High Coun means the High Court which has jurisdiction Over the area 
^ in which the legiswred cfRce of the banking conqiaiiy is situated Jo case of a baaViog 
coitipauy incorporated ouiside India the High Court will be in vihose junsdiction its 
[principal place of business is situated 

• Once the High Court IS sateSed about Ibe inability of the hanking company lo 
pay Its debts the Court has no alternative but lo order winding up of ilie company 
ISftree Prafulla Chandra Smha ts CMora Nagpur £anAing Assoeiation Lid , 1966) 

• Section II relates to mirimtiin paid upapiuiand reserves 

• Section 22 relates to licensicg orbankii^ companies 
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^/l/) has been prohtbUed from receiving fresh deposih by an order 
Sfclion 35 (4) (a> or under Scclion 42 (3A) (b) of Jhe Rcsenc 
Bank of rndn Act 1934 or 

(iv) having fulcd to comply with any requirements of this Act 
other than those of Scclion II has continued such failure, or 
having contravened beyond such period or periods as specified 
by the Reserve Bank from tune to tune after a not cc in w riting 
of such failure conveyed to the banking company, or 

(Aj If in (he opinion of the Reserve Bank 

(/) a compromise or arrangement sanctioned by a Court in respect 
of ilie banking company cannot be worked snisfictorily 
whether svitli or without moditications or 
(ff) the returns statements or infotmalton furnished to it under or 
in pursuance of the provisions of this Act disclose that the 
banking company is unable to psy its debts or 
{(it) the continuance of the banking company is prejudicial to the 
interests of its depositors 

Provisions of Section of the Banking Regul ition Act 1919, eoftferrmg 
powers on the High Court to wind up a banking company arc without 
prejudice to the provisions contained m Sections 391, 392, 433 and 5S3 of 
the Companies Act 1956 The provisions of winding up under these two 
Acts provide an alternative The petitioner for winding up of a banking 
company may either rely on the provisions of the Banking Kcgutition Act, 
1949 or on lint of the Companies Act 1956 ‘ 

^2) Uqiiifator aiil fi/s PcHcrs The Central Government shall appoint 
a Court liquidator attached to every High Court for the purpose of conducting 
All proceedings for the winding up of a banking company and performini all 
duties os may be imposed by the High Court (Section 3fi (AJJ 

On an application by the Reserve Bank the Reserve Rank usclf or the 
State Bank of India, or any other bank notified by the Central Government in 
this behalf or any tndii idual may be appointed as an official liquidator of the 
banking company In such ease the High Court liquidator already function 
ing in the winding up proo edings shall vacate ofTicc The powers of the 
liquidator in each ease shall be the same as stated in the Companies Act, 
1956 (Section 39) 

(3) \ o!unl iry in hj« wp Vo bawVwvt wv, be v-owwi wp 

soluntaril) unless the Reserve Bank certifies in writing that the company is 
able to pay all its debts to (he creditors (Section 44) 

(4) Ot/irr Rrovisionj rcfating fo Hirn/ng up (i) \Nithin ISdaysoflhe 
winding up order, the official liquidator shall serve a notice to the following 
preferential claimants for the purpose of making an estimate of the debts and 
liabilities of the banking company 

(a) every claimant entitled to preferential payment under Section 530 of 
the Companies Act 1956 

» Crnrral Bank Ltd « /tj<ncllflir</ru tytr, 1951 
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(i) e^ cry secured and unsecured creditor [Section 41 (A)] 

(i/) The otncial liquidator must submit a preliminary report to the High 
Court within 2 months Trom the date of the winding up order, 
giving details of assets with the company and assets that are likely 
to be realised for payment to preferential creditors 
(ni) Every depositor of the banliog company be deemed to have filed 
and proved his claim foir the amount show n in the bool^ of such 
banking company (Section 43j 

(n) After pa)ing preferential claimaots within 3 months from the date 
of the winding up Order, every saving account depositor be paid a 
sum of Rs 250 or his balance m account, whichever is less, in 
preference to all other debts {Section 43 A] 

AMALGAMATIOV OF BAKKINQ COMPAMES 

Instead of Winding up of a bankjog company with weak finances, it will 
be in the interest of the depositors and of the general public that small banks 
are amalgamated with each other in order to strenglben their resources 
However, a free play IS not allovved IQ the matter of amalgamation because 
this might lead to creation of unhealthy monopolistic tendencies in the 
country The following are the various provisions regarding aTnalgamalioo 
ofihe banking companies 

(1) The scheme of amalgamation in draft form be placed veparately 
before the shareholders of each compao} lo 4 meeting 

(2) Notice of such meeting be given lo every shareholder of each of the 
basking companies proposed to be amalgamated and such notice be pub¬ 
lished in at least two ne« spapers, once a week for 3 weeks 

(3) The shareholder disseotiog lo such scheme is entitled to such 
compensation from the banking company, as may be determined by the 
Reserve Bank 

(4) irthe scheme is approved b> two-lhird majority of shareholders, it 
shall be submitted to the Reserve Bank for sanction 

(5) On sanctioning ofihe scheme, the assets and liabilities of the amal 
gamated company shall autoniahcally transfer lo the acqutnug company and 
the former company shall stand dissolved (Section 44 A) 

No High Court can sanclioc a compromise or arraDgement b'tweec a 
backing company and its creditors or shareholders, unless such compromise 
or arrangement is certified by the Reserve Bank of India- [Section 44 BJ 

SCHEME OF RECONSTRUenOV OR AMAMJAMATKJV BV THE RESERVE BANK 

The Reserve Bank may make an applvcation to the Central Govern 
ment for giving an order of moratorium for a period not eicecdiog six 
months m all During the period of snoratorium if the Reserve Bank is 
Satisfied that 

(a) in the public interest, or 

(b) m the interest -of depositors, or 

(c) in securing a proper management of the hanking company, or 
(rf) m the interest of banking ^stem as a whole. 
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Jhe ffConUructJon or ama]gsmaUon is neccstary. It will prepare a scheme of 
rcconsifuctiofj or amalgamation, as the ca*o may be A copy of the scheme 
has to be sent to the banking companies involved m the scheme for making 
suggestions or objections, if any, wiibtn the specified period The scheme be 
placed before the Central Government which shall sanction* it with or 
without modifications Copies of the sanctioned scheme should be placed 
before both the houses of the parliament, as soon as possible (Sections 45 A 
to 45X] 

powrR or crNtnAL oovernmcnt lo siake rules roR 

THE PRISCRVATIOS OP RtaiRDS 

The Central Government may after consultation With the Reserve Dank 
and by notification in the Official Garelle make rules specifying the periods 
for which— 

(a) a banking company shall preserve its books, accounts and other 
documents, and 

(b) a banking company shall preserve and keep with itself different 
instruments paid by it (Section 45 Y] 

RCTURKOrPAtO INSTROStCNtS TO CUfOSICRS 

A banking company may return at the request of a customer (meludmg 
Government Department and statutory corporations) a paid instrument, 
before the prescribed preservation period under Section 45V, only after 
making and keeping in Its possession a true copy thereof made by mcchnical 
processes (Section 45 Z) 

NOMINATION fOR PAYSirNT Of DEPOSITOR’S MOMET 

YVhcrc a deposit is held by a banking company to the credit of one or 
more persons, the depositors or, as the case may be. oil the depositors together, 
may nominate, in the prescribed manner, one person to whom m the event of 
death of the sole depositor or the death of ail the depositors, the amount of 
deposit may be returned by the banking company 

Where the nominee is a minor, any other person may be appointed to 
receive the amount during the minority period [Section 45 ZA] 

NOTICE OF CLAIMS OF OTIIFR TERSONS RtOARDINO 
DEFOSnS NOT RECEIVABLE 

A banking company shall not be bound to any notices, express or otber« 
wise, served on it by third parties claiming the deposits with it 

nowocr. the banking company shall take due note of any decree, order 
certificate or authority by a compefant court (Section 45 ZOJ 

• Py the end of June 19X0 the Covemnicnt of Indu h«d ssnciloned sehetnet of 
tmtlrsmation under Section 43 In rnpee* of 49 banks In lermt of the rrovhionsof the 
rcUtive schemes the iransrrree banks were required lo make foal vafuaiioo of the assets 
of the trinsfcror hanks nhhln a period of 4»I2 jears. Tloslraluatioo sr*i completed In 
respect or 51 banks 
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KOMI?.ATJOSS rOR FETtKV OF ARTJCLES KEPT I't SA/E 
CLSTODA WTrn BANKING COMPAVi 

\\hcre an> person lodfts articles in the safe custod) of a banking 
compans. he ina> ncminate m ibe prescnlKd manaer, a penon to wbom, m 
the e\enl of death of the person lodging the articles in safe cuslod), such 
articles maj be relumed bj the banking companj 

^^'he^e the nominee « minor, another person should also be appointed 
to recenc anicles during his mioorhood 

Before returning the amdes, the banking companj shall prepare an 
inientory of the articles m the manner directed bj the Rcsene Bant, the 
m\enter} being signed bv the person receniog the articles (Section 45 ZC) 

soncr or claims or oriint pnisovs itmARDiNG articles not receivable 

No notice, ejpress or othervnsc of ihc claim of an} person, other than 
the person in whose name the article IS held b} a banking companj m safe 
cuslodj, shall be receivable b} a banking compan} and it shall not be bound 
b> such notice 

HoncAer, the bankinccoiBpati} shall lake doe notice of a court decree, 
order certificate or other atilboni} (Sectioo 45 ZD) 

tUXEASE OF CONTENTS OF SAf£ LOCKfRS 

^Vhere a locker is hired b^ an tndiMdual >q hir sole name or bj tno or 
more indiMduaU lu joint names, the baoling compans 'hall release the 
contenUofa safcl} locker to thenoameeOT sumtor of the hirer of sndi 
locker in the esent of death of the hirer, b> mabngan m\entoi} ofthe 
contents m the manner directed by the Reserve Bank, the laventciy being 
signed by the nomiDceor the survivor (Section 45Z£) 

NOTICE OF CLAIMS N^OT RECEIA ABLE 

No notice ofthe claims of an} person, olber than hirer or hirers of a 
locker, shall be receivable b} a badkinc compan> nor it be bound by such 
notice even though expressly given to it 

However, due note should be taken ofa court decree, order, ceruScaie 
or other authority (Section 45 ZF) 

PENAt-TirB AND OTHER PROMSlOKS 

Part IV of the Banking Regulation Act, 1949 provides for the penalties 
for vanous offences 

(1) Any person submilling a false return, balance sheet, document or 
mformalioQ or omitting the material port thereto shall be punishable with 
iirpnsoament for a lenn which may extend upto 3 years and the fine 

(2) Any person failing to produce or furnish book, account, document, 
statement or jnfonnation under Section 35 (2J or answer any question bj an 
ofBcer of the Reserve Bank during inspection shall be punishable with a fine 
of Rs 2,000 on each offence and Rs 100 per day if the offence coalimics. 

(3) If the deposits are received ta corttraveotioo of the Reserve Bmik’s 
order under Section 35(4) (a), ever) director or officer of the banking 
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Company shall be punishable with a fine upto twice the amount of deposit 

(4) Any person guilty of contravening any other provisions of this Act 
or making default in complying with any order, rule, or direction made or 
conditions imposed thereunder or carrying out the terms of or the obligations 
under a scheme sanctioned under Section 45 (2) for reconstruction or amal¬ 
gamation shall be punishable with a fine upto Rs 2,000 and further Rs 100 
for every day for continuance of contravention or default (Section 46) 

Every Chairman, director, auditor, liquidator, manager and other 
employee of a banking company will be regarded as public servants for the 
purpose of chapter !X of the Indian Penal Code (Section 46 A) 

The Central Government, after consultation wi/b the Reserve Bank, may 
make rules and place such rules before each house of the parliament for 
giving eiTccf to an) of the provisions of the Banking Regulation Act, 1949 
(Section 52) 

The Central Government may, on the recommendation of the Reserve 
Bank declare any provision of the Banking Regulation Act, 1949, inapp 
Itcablc (Section 53) 

No suit or other legal proceeding shall he against ilhe Central Govern¬ 
ment, or the Reserve Bank for any thing done in good failb in pursuance of 
this Act (Section 54) 

CO-OPERATIVC DANKS 

part V of the Banking Regulation Act* « applicable on the functioning 
of Co operative Banks 

1 Ucensi ig All cooperative banks whose paid up capital and reserves 
are of U$ 1 lakh or more shall hold a licence from the Reserve BanL 

All Slate and Central Co operative Banks must hold a licence from the 
Reserve Dank irrespective of their paid up capital and reserves 

The aforesaid CO operative banksmust use, as part of their names, the 
words ’bank’ or ‘banker’ or ‘banking’ (Section 56) 

2 Non applicabilii) This Act shall not apply to the following cooper¬ 
ative societies 

(a) a primary credit society, or 

(b) a cooperative society formed for the protection of the mulual^interest 
of cooperative banks or cooperative land mortgage banks, or 

(ir) s(iy£\s\yfvfslnvs£vwt}', /wt bevag a aviNl Jasc-v-/); fsrnttd 

by the cmplojecs of a banking company, or State Dank of India or correspon¬ 
ding new bank or a subsidiary bank of such holding company, or 

(rf) a cooperative bank or a primary credit society or a cooperative land 
mortgage bank 

3 Other ptQMttons apphcable to Cw>peraU\e Societtet 

(t) Every cooperative bank shall maintain at least 3% of its demand snd 
time liabilities m India in the form of Cash Reserves (Similar to 
the amended provisions of Section IS ) 


• (aserted by ihe Bmltog La»* (Arpltanon toCo-opcratur Socielie*) Act 196J 
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(h) Holding or shares by a cooperative bank in other cooperame banks 
IS prohibited except the following 
(c) Shares acquired through the State Government 
{b) Shares acquired by a Central Cooperative Bank m the State 
Cooperative Bank. 

(c) Shares acquired by a Primary Cooperative Bank in the State 
Cooperative Bank or Central Cooperative Hank to which it u 
affiliated 

The Reserve Bank is empowered to increase the Statutory Liquidity 
Ratio from 25 per cent to 40 per cent maximum of ihe DTL of 
cooperative banks 

(m) The Reserve Bank is also empowered to depute one or more of its 
officers to natch the proceedings at any meeting of the Board of 
directors of a cooperadve baol or to observe the affiairs of the bank 
(t) No cooperative bank shall make loans or advances on the security 
of Its own shares Unsecured loans won’t be given to any of its 
directors, or any firms, companies, or group of individuals in which 
such director has interests 

(ii) Every Cooperative Bank shall prepare accounts for the jear ending 
on June 30 instead ofDecember 3i, as the other banking companies 
do 

(vii) Some of the provisions of the Banking Regulation Act, 1949 are not 
applicable to cooperative banks, oaisely 
(o) ^2?ioa 10 restricting cerlain forms of employment 

(b) Section lOA regarding constitution of Board of Directors 

(c) Section lOB relating to the wboletime Chairman 
id) Section 17 relating to Reserve Fund 

(e) Section 36AA ard Seclion 36AB cmponering the Reserve Bank 
to remove bank officers and appoint additional directors 

(f) Section 45 relating to suspension of business and winding up 
but the provisions of moratonum [Section 56]^ 

JI THE RESERVE BANK OF INDIA ACT. 1934 


There was a long standing demand in the country for the establishment 
oTa‘central banking’institution Such demand could not be cooled down 
even w-itb the setting up of the Imperial Bank of India in 1921 The Hilton 
Young C&mmission in 1926 and the Centra! Banking Enquiry Committee in 
1931 furtbB.r prepared a ground for the establishment of a central bank 
Finally, a bill providing for the establishment of the Reserve Bank of India 
was muodticcd on 8th September, 1933, in the Central Legulalure The 
Reserve Ba^k of India Act, 1934 (Act 20 of 1934) was passed and on Apnl 
1 , 1935 , the Reserve Bank of India came into being as the ‘central bank’ of 
India. Ox, 

This apex institution has to fimctioo according to the powers and duties 


»This seaion waValw amcoded substantially by the BaoVipg Laws Amendment 
Act. 1983 



Banking Ltglilaihn 60) 

laid down in (he Act The Reserve Bank of Indn Act as amended uptodate, 
has been divided into the followine chapters 

Chapter-I Preliminary (Sections 1 to 2) 

Chapter-II Incorporation, Capital, Management and Business 

(Sections 3 to 19) 

Chapter-IH Central Dnnking runclions (Sections 20 to 45) 
Chaptcr-IlfA Collection and Purmshing of Credit Information 

(Sections 45A to 45r) 

Chaptcr-IHB Provisions relating to Mon Banking Institutions receiving 
deposits md Financial Institutions (Sections 4511 45Q) 
Cbapfer-IIIC Prohibition on Acceplanre of deposits by unincorporated 
bodies (Sections 45R'-45S> 

Chaptcr-IV General Provisions (Sections 46 to 58A) 

Chaptcr-V Pcmltics (Sections 58B to 58r) 

Some of the main provisions falling under the scheme of the Chapters 
given above are discussed below 

ODlECIS 

The objectives of constituting n Reserve Bank of India are Mo regulate 
the issue of bank notes and the keeping of reserves with a view to securing 
monetary stability m India and generally to operate the currency and credit 
system of the country to its advantage * (Preamble to the Act] 

NAMP, scorr AND inrcTivcsrss 

This Act miy tc called the Reserve Bank of India Act, 1934 [Section 
1(1)] It cutcnds to whole of India (Section I (2)] 

This section shill come into force at once, and the remaining provisions 
of this Act shall come into force on such dale or dates as may be notified by 
the Central Government (Section I(3)J 

DrFIKfTfONS 

In this Act, unless there is anjlhmg repugnant in the subject or context, 
the definitions of the t inous terms mentioned in Section 2, «ill be 

(a) (//) ‘The Bank’ meins the Reserve Bank of India constituted by this 
Act 

(r) ‘Scheduled Bnnk’ meins n bink included m the Second Schedule of 
Che Act 

(eh) ‘Slate Bank' means (he Slate Bank of India constituted under the 
State Bank ofindn Act. 1955 (Act 23 of 1955) 

([) ‘Co operatise bank’, 'co-operativecredit soculy*, ’director’, ‘primary 
agricultural credit society*, ‘primary co-operative’ and ‘primary 
credit society’ shall hive the meanings rcspectivefy assigned to them 
in Part ^ of the Banking Rcgulilion Act, 1949 

tOAL STATfa 

The Bank shall be a body corporate by the name of the Reserve Bank of 
India, having perpetual succession and a common seal and shall sue and be 
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sued by the same name [Section 3 (2)] 

CAPITAL OF THE BANK 

TTie capital of the Reserxe DanV shall be five crores of rupees [Section 4] 
OFFICE?, BRANCHES AND AGENCIES 

The Bank shall ha\e its offices in Bombay, Calcutta, Delhi and hfadras 
and may establish branches or agencies 10 any other place in India or tsitb 
the previous sanction of the Central Go\emmeat elsewhere [Section 6] 

MANAGEitEKT 

1 Direction and SvperiMendence The Central Got eminent maj gi\e 
directions to the Bank as it may, after consultation with the Got ernor of the 
Bank, consider ncecssao' hi the public interest 

The peneral superintendence and direction of the affairs and business of 
the bank shall >est in Central Board of Directors 

In the absence of any regulations by the Board, the Governor and 
Deputy Governor of the Bank shall have powers of general superintendence 
and direction of the affairs and the business of ihc bank [Section 7] 

2 Constitution of fhe CenfrotBoard The Central Board shallconsist of 
the following directors namely 

(fl) a Governor and not more than four Deputy Governors, fo be 
Bppoifltcd by the Central Government, 

(6) four directors to be aommated by the Central Government, one 
from each of the four Local Boards, 

(e) ten directors to be nominaied by the Central Govemmeiif, 

(d) one Government official to be nominated bj the Central Govern¬ 
ment 

Tlie Governor and Deputy Governors shall receive salaries and allowances as 
may be determined by the Central Board mJh the approval of the Central 
Government and shall devote then whole tune of the affairs of the Bank 

[Section 8 (1) & (2)j 

3 Co/iJtitulinn of Local Boards A Local Board shall be constituted 
for each of the four areas, i e, tbe Western, Eastern, Northern and Southern 
Each Board shall consist of five Members appointed by the Central Govern¬ 
ment The Members shall elect a Chairman from amongst themselves 

[Section 9] 

4 Dis^a/i/jcaiwns of the Directors and Members Persons having 
following disqualifications cannot be appoioted a Director or a Member of a 
I^al Hoard if * 

(а) he IS a salaned government olfiaal, or 

(б) he is an insolvent* or has compounded with his creditors, or 

(c) he IS found lunatic or becomes of an unsound mind, or 

(d) he is an officer or an employee of any bank, or 

(,e) he IS a Director of a bankiag company within the meaning of 


> Also if at any tune be has been adjudicated an insolvent 
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StfcliOfj 5 (c) of (he Ranking Regulation Act 1949 or of a co-opera¬ 
tive bank 

(/) if he IS B director partner or agent in a company, firm or an institu 
tion [Section 10] 

5 ^emoial or /iesignat/on etc The circumstances for removal or 
resignation ofdincrent olUciah 

(/) The Central Government miy remove the Governor or a Deputy 
Governor of the Dink or any Director or Member of the I ocal 
Board 

(It) If a nominated Director absents himself from three consecutive 
meetings of the Board 

(III) The Cvntrnl Government shitl remove tiny Director and the Central 
Boord sinll remove any Member of ihe Local Board who becomes 
disqualified 

(ii) A Director or a hfember of a Local Board who is ejected or norm 
nated 1 member of Pirliament or the Legislature of only Slate 
Smiihrly the nonnnition of i M P or ML. A as Director or Mem 
ber slnll be void unless within two months of the date of his 
nomination he censes to be such member 

(v) A Director may resign his oITiee to the Centra) Government and a 
member ofa Local Hoard may resign his office to the Central Board 

[Section II] 


DUSINESS The BAM. M^Y TRAKSVCT 

The Bank’s functions shall be in accordance with the objectives set down 
in the Preamble of the Act The business of several kinds the Bank is autho¬ 
rised to transact are 

(1) Issuing and regulating Bank Notes 

(2) Acting as an agent of the Central and State Governments 

(3) Acting as a lender of the last resort or os a Bankers’ Bank 

(4) Purchase, sale and rediscounting of bill of exchange or promissory 
notes 

(5) Acting as a banker for the Central and State Governments 

(6) Participation in any arrangement for Clearing 

(7) Management of public debt 

(8) Purchase and safe of gold or silver coins and bullion 

(9) Rcmiltancc of funds 

(10) Management and control of foreign exchange 

(11) Providing faciliites for trainine in banking 

(12) Confnbutmg in the initial capital of certain Corporations 

(13) Purchase and sale of certain sccuriiies 

(14) txercise powers and perform functions duties entrusted under this 
Act or under any other Uw in force for the time being 

(15) Dome all such matters and things necessary for the etcrcoe of 
powers and discharge ofiis duties under the Act (Scxiion I7J 
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LO^KS AND ADVANCES TO MEMBER BANKS 

In consonance tmIH its functions given in Section 17, the Ban! acts as a 
‘Lender of Last Resort’ and proMdes loans and ad\-3oces to its member 
banLs by: 

(]) Redjscountinc: and purchase of hulls. 

(2) Granting loans and advances apatnst specified securities. 

REDtSCOUNTmC OF DILLS 

(i) Indian Bills' The BanV shall prosidc refinance* on the foIloTrins 
Linds of bills drann and payable lO India purchased by its member 
banLs: 

(o) ifanqfli/e commercial or trade transaction bills mattiring ssathia 
90 dajs 

(6) Bara fide export bills matunng nilhin ISO da>s. 

(e) »^gnculfural bills matunng nithm 15 months 
(dj Bills for financing cottage and small scale induslnes maturing 
Within 12 months 

(e) Bills for holding or trading in Government sccBrities matoring 
w ithin 90 da^-s [Seetioa 17 (2)] 

(»;} roretmBiUsx 

(o^ Bone fide expon bills maturing srithm ISO daj-s. 

(hi Other bills maturing mthin 90 dajs [Section 17 (3)1 

The hills eligible for refinancinc should fulfil certain conditions. Com* 
mercial bills and agncullural bills should bear two or more pood signatures 
including (hat ofa scheduled bank or a State Cooperative Bank or aoj 
financial institution predomioastlv encaged in the acceptance or discoundog 
orhills, which IS approved bv the'Bank* in this behalf Bills for fi&aneing 
cottage and small scale industries should bear two or more good signatures 
including that of Stale Co-operative Bank. Slate Financial Corporation or a 
guarantee from the Slate Gov emment Bills for Got eminent securities should 
bear the signature of a scheduled bank only. Foreign bills must be drama and 
payable outside India in any cfiuntry which is a member of the Internationa! 
Monetarj’ Fund. [Section 17(2) (b) and (bb)] 

GRANTING OF LOANS AND ADVANCES 

The 'Bank* may grant loans and advances to any scheduled bank or stale 
co-operative bank against promissoij notes of such banks repayable on 
demand or on the expiry’ of fixed periods not exceeding ISO dajs These may 
include the following: 

(O £irpon finaneirs- A loan or advance may be obtained from the 
Bank, provided (hat the borrowing back furnishes a declaration in 
writing that: 

(fl) it holds a bill of exchange arising out ofany transaction relating 
to the export of goods in India. 

* The icrm "Bits* narrated In Senioa 17 means blits cf cidiaBre and rroahsoiy 
cotes. 

*Tbc lena ‘ReliraD«" raeasr puiehase, sale and refliscouadBs. 
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(f>) the bill IS drawn in India and drawn on any place in a foreign 
country,* 

(c) the bill IS maturing withm 180 days from the date of loan or 
advance, 

(d) It will continue to hold the bill till the amount of such loan is 
outstanding, 

(e) It has granted a pre shipment loan or advance to an etporler. 
and 

(/) the amount of bill IS not less than the amount of the loan or 
advance [Section 17 (3) (A)J* 

(ii) Fmanems of commcraal or trade transactions and agnailiural 
operallons 

The Dank may arrange flnancing provided the borrowing bank 
submits a declaration m the prescribed proforma that 

(a) It has made loans and advances fur I’mij/idc commercial or 
trade transactions, or 

(b) it has financed agricultural operations or (he marketing of 
crops [Section 17 (3) (B)] • 

(iii) financing againsl o(/icr Seatrities The Bank shall grant loans and 
advances to local authoriiies, scheduled banks, stale cooperative 
banks and State Financial Corporations repayable on demand or on 
the expiry of Dxed periods not exceeding ninety days against the 
following securities 

(a) stocks, funds and securities (other than immovable property) in 
which a trustee is authorised to invest trust money, 

(h) gold or silver or documents of title to the same, 

(c) such bills of exchange or promissory notes* as are eligible for 
purchase or rediscount by the Bank, supra, or as are fully 
guaranted by a State Government as to the repayment of 
principal and (he payment of interest, 

(</) promissory notes of any scheduled bank or State Co operative 
Dank supported by documents of title to goods (such documents 
having been transferred, assigned or pledged to any such bank 
as security for a loin or advance made) 

1 for bonafidc commercial or trade transactions, or 

2 for the purpose of (inancing seasonal agricultural opera 
(ions, or 

3 for the marketing of crops (Section 17 (4)] 

(i») Enurgenc} Financing When, in the opinion of the 'Bank*, some 

‘ The country musl be 1 mecibcr of the Intemalioiul Monetary Fund or must 
have been notified in this behalf by the Bank in (he Gazette of India. 

* Inserted by an Amendment in which made possible for the bortowm* banks 
(0 give the eboicdecljraiwa abojt hoMing ihebilJamiread of aeiuaffy iodims i*e b' I» 
with ihe Reserve Bank of India as they had to do prevwinty 

' Insened by Ihe Reserve Bank of India (Amendment) Act, 1974 
« Billsof exchange and promissory iwlesansinsout of any irinucnon relating to 
the export of goods from India shall be repayable on demand or the expiry of fxed 
periods not exceeding ISO days. Vide See 17(2) tapra 
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circutnstaiices ha\e arisen which necessitate taking of action for 
regulating credit m the interests of Indian trade, commerce, industry 
and agriculture, the Bank* may do any of the folloHing notwith 
standing any limitation contained in Section 17, stipra 
(«0 purchase, sell or discount any bill of exchange or promissory 
note, which is noteligiMdorfioanceJornant of good signatures 
under Section 17 (2) (a), 17 (2) (bj and 17 (3) sttpra, or 
{b) purchase or sell foreign exchange in amounts of not less than 
Rs 1 laLh, or 

(c) make loans or advances repayable on demand or on maturity 
within 90 days (against the vanotis forms of security specified 
in Section 17 (4) on such terms and conditions, as the ‘Bad’ 
may consider sufScicnl, to 
(1} a banking company, or 
(2J State Co operatise Dank, or 

(3) any co-operati\e bank (on the recommendation of a State 
Co operatise Dank) or 

(4) any other person (Section IS]' 

rHOHIBlTION os CARRVISC ON CERTAIN TYRES OF DUStKESS 

Sase otherwise presided in Sections 17, IS, 42 and 45, the'Bank* may 
not 

(1) engage m trade or otherwise have a direct interest m any com 
mercial industrial or other undertaking if it acquires any such 
interests in satisfaction of claims, it shall dispose of the same at the 
earliest, 

(2) purchase the shares of any banking company or of any other 
company, or grant loans against such shares, 

(3) advance money on the morlgaec or security of unmovablc property 
or documents of title thereto or purchase an immovable property 
except for Its own needs ofbusmess premises or residence, 

(4) jxdeJoJuisflrjadvarcfis, 

(5) draw or accept bills payable otherwise than on demand, and 

(6) allow interest on deposits or current accounts [Section 19] 

FUNCTIONS TO THE OnCTRAL GOVERNMENT AND THE STATES 

The‘Bank’shall act as & banker, an agent and advisor to the Central 
Government as per provisions m the followlogSections 

(1) The bank shall accept monKS for account of the Central Govern¬ 
ment and make payments uplo the amount standing to the credit of 
ils account and shall cany out tts exchange, remittance and other 
banking operation?, including the management of the public 
debts of ibe union [Section 20] 

(2) On agreement, the Central Government shall entrust to the Bank 
all Its money, remittance, cxchaage and banking transactions in 


‘ This section includes amendments done la 1974 
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tndia and management of public debt. The deposits shall be inleresi 
free 

This shall not prevent the Central Government from carrying on 
money transactions at places where the Bank has no branches or 
agencies [Section 21] 

(3) The Dank may, by agreement with the State Government, under 
take similar activities narrated in Section 21 [Section 21 (A)] 

ISSUE OF BANK NOTES 

(1) The Batik shall have the sole right to issue bank notes m India 
Currency notes issued by the Central Government shall also b; 
treated as Dank notes [Section 22] 

(2) The issue of bank notes shall be conducted by the Issue Department 
of the Bank [Section 23] 

(3) Bank notes shall be of the denominational values of two rupees, 
five rupees, ten rupees, twenty rupees, fifty rupees, one hundred 
rupees, one thousand rupees, five thousand rupees and ten thousand 
rupees, unless otherwise directed by the Central Government > 
[Section 24] 

(4) The design, form and material of bank notes shall be approved by 
the Central Government on the recommendation of the Central 
Board of the Bank [Section 25] 

(5J Every bank note shall be legal tender throughout the country and 
shall be guaranteed by the Central Government, on recommend 
datton of the Central Board, Control Government are also 
empowered to demonetise notes of any series of any denomination 
[Section 2d] 

(6) The Bank shall not reissue book notes which are torn, defaced or 
excessively soiled [Section 27] 

(7) No person has a nght to recover from the Central Government or 
the Reserve Bank, the value of any lost, stolen, mutilated or imper- 
f«:t currency note* of the Government of India or bank note 
[Section 28] 

(8> The Dank may issue special bank notes of the denominational value 
ofRs 5, Rs 10 and Rs 100 for controlling the circulation outside 
India [Section 28 (A)J 

SCUEOULED BANKS 

Any bank included in the Second Schedule of the Reserve Dank of India 
Act IS a ‘Scheduled bank’ 

For inclusion of a bank m the Second Schedule, the following conditions 
must be satisfied 

• By »n ordmaoce pfomutgated on Saouary K tWS. currency now* In t"** demmi 
ntUOMofRs I 000, R* iOOOeod R» lOOOOwere >ni}»dra*a ffom firculilJOB. Atibe 
litnecflHiJde/noixnsat'on the total salue of luch hifh dcnommalion nolM in ctrcvla 
lion was Ra l4S42crores 

* Issued by the Central Governmeni 
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(1) The bank concerned carncs on banking business in India 

(2) Its paid up capital and resene must not be less than Rs S lakhs 

(3) It must be a State Co-operalne Banker a companj' or an lastitu 
lion notified b) the Central Goternmeot or a foreign corporation 
or compan) With eflect from 1st March, 1966, the Slate Coopera 
tne banks base also been made eli^bte for inclusion in the Second 
Schedule * 

The Central Gosemment has also notified the inclusion of the State 
Bank, Its 7 subsidiaries and 20 nationalised banks lo the Second Schedule 

The Bank can direct the exclusion of any scheduled bank 

(1) whose aggregate >alue of paid up capital and res-rseshas become 
less than Rs 5 lakhs or 

(2) which IS conducting Its affairs to ibe delrimcnt of the interests of 
its depositors, or 

(3) which goes into liquidalion or ceases lo carry on banting business 

The Bank may gise an opportunity to the concerned bank before its 

descheduling to increase the capital or improve the defects m the conduct of 
Its affairs JSection 42 (6) (b)l 

Inclusion of name in the Second Schedule confers certain privileges on 
the banL First, it can obtain accommodation from the Reserve Bank on easy 
terms second}), inter bank seiiiemeatsbecomeeasierthrough •deposit amtge- 
ments* of the Dank, and third!) under the new bill market sebene a 
scheduled bank can rediscount the bilt> on the bank rate ^ 

However, every scheduled bank has to carry out certain obligations 
namely, (I) it has to mamtam stalutot) reserves with the Bank, (2) it may 
also be required to maintain 'additional cash reserves', and (3) it has to 
submit vanous returns as required b> various laws’regulslions Any failure 
ID fulfilling these obligations may lead to its delmiDg from the ‘Second 
Schedule’ or privileges previously available to it may be taken away 

CASK RESERVES 

1 Cash Resene Ratio {CRR) Every Scheduled bank shall mamtam 
with the Bank an ‘average daily balance’ of cash which shall not be less than 
3% of the total of its ‘demand and tune liabilities’ m India The Bank may 
increase this rate subject to a ceiling of 15% [Section 42 (1)] 

For the purpose of this section the following explanations are given 

(a) Mrcragc Z)ati> .ffatorce’sbafJ mean the average of the balances held 
at the close of the business on each day of a fortnight. 

(b) ‘Fortnight* shall mean the penod from Saturday to the second follo- 
wing Friday, both days inclcsne 

(c) Realms Scheduled banks are now required to file for-ightly 
returns on each alternate Friday in a month instead of on each 
Friday of the month hitherto There is also provision for Sling of a 
special return where last Friday of a month is not an alternate 


■ Uithifl the meameg of Sect oo Joftlie Companies Act 1956 
‘ Banking Laws (Application lo Co-operattre Societies) Act, 1965 
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Friday for ibe purpose ©f [Section 42 (2)]* 

(d) ‘Ltabiiiues' shall not include (For the purpose of calculation of 
cash Reserve) 

(/) the paid up capitaj or the reserves, or any credit balance in the 
profit and loss accoutvi of the banh 
(ii) the amount of any loan taken from the National Co-operatne 
Development Co operation by the State Co operative Banks, 
loans from sponsor bank to a Regional Rural Bank, Joans by 
any bank from Agricoltural Refinance Co-operation or SOI or 
any other bank noiillcii by the Central Covernmem 
(ill) in case of state co-opcralivc bank also any loan taken by such 

bank from a Slate Gotcrnmcnl and any deposit of money with 
such bank representing the reserve fund or any part thereof 
maintained with i| by any co operative socicly within its area 
of operation 

The term 'liabilities' has further been amended * Accordingly, inter 
bank liabilities to the following shall also be deducted ftom the gross liability 
of the bank 

1 the Stale Bank or its subsidiary bank, 

2 any nationalised bank, 

3 any banking company, 

4 any cooperative bank, and 

5 any other fimnciil institution notified by the Central Government tn 
this behalf 

The Reserve Bank has been authorised to settle any disputes or doubts 
that may arise in chsstfying transactions as liabilities 

(1) Additional CaOi Resents The 'Bank' may, by notification mthc 
Gazette of India, direct that every scheduled bonk shall, from the said date, 
ntaintam with the bank an additional cash reserve at the rate specified m the 
notification, on the excess of prescribed average daily balance of demand 
and time liabilities under sub-section ft) (Section 42 (I-A)I 

The amount of additional cash reserve shall be subject to two 
limitations 

(I) It shall not exceed the excess of total demand and time liabilities 
prevailing on the specified date 

(//) Its amount when clubbed rvitblhc Stilutory Cash Reserves shall not 
exceed I5% of total demand and time liabilities (S.*ction 42 (1) A 
and (i) AA)] 

The ‘Bank’ may pay interest to every scheduled bank on (/) the amount 
of cash reserves maintained with the Bank in excess of 3%, and (n) on the 

* Amended in I9S3 

* Added by the Reserve Bank of tadia (Amendment) Act, 1974 

* If ihc lotal demand and time liaWlities of the Model Bank Lid on JOih June, 
1982 arc Ri 60 taVhs as cotnrared laafigureot R* 45 UVhs on 31 jI December, I9S0 
when the addiiionat reserve requirement was enforced, according to provlvions of 
Sec 42(1) ihe Mode) Bank; Ltd ahatl dc^sit R» 4 80 likhv (being 8% of aggregate 
figure) as statutory cash reserves and Ri 150)ak)i(beinc of incremenlil depovits). 
This in no way exceeds the ceiling of »J*i 
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amount of additional cash r«rr\es The rale may be decid'd by the Bank 
from time to time IScction 42 (1-B>] 

By exercising the abosc povsers, Ihc Rctene Bank has rrequeolI> \aned 
the rates of statutory cash reserve The upward or downward changes m this 
rate hasc been intended to restricl ibe credit expansion in the country or to 
meet the increasing credit needs m the busy seasons The rate of statutory 
cash re^encs was raised from 3% to 5% in June 1973, to 7% in September 
1973 and was brought down in scscral stages to mere 4% in December 1974 
Subsequently, it has been changed <eteral tunes For many years the CRR 
was at 6% It went upfo 7 75% before being reduced to 7 25% m April 19S2 
and further to 7% lo June 19S2 The Resersc Bank of India in oid'r to, 
curb the excess liquidity during the slack season (April September I9J53J 
announced a hike m CRR at 7 5% effecine May 27. 1983, S% effectise July 
29 , 1983, 8 5% dfcctise Nov 1983 and 9% effeettse Feb 9,1984 

The Resene Bank has also introduced the additional reserse requirem'nt 
m January, 1977 Accordingly scheduled banks arc required to male an 
additional re^rve of 10% on the incremental deposits of each bank sin'c 
January 14, 1977 The rate of interest payable by the Reserve Bank on 
additional average balance was 6% with effect from June 1, 1977 This rate 
has been now raised to 9% w c f May 1983 

SUBVtlSStON OF RETURNS 

Every scheduled bank shall send lo the'Bank’a return signed by two 
responsible ofGcers of such bank showing the follovnog particulars 

(o) the amount of its demand and time liabilities nnd Ibe amount of its 
borrow mgs from banks in India, 

(b) the total amount of legal tender ooTe» and coins held by it m India, 
<c) the balance h'ld by it at the *Bank’ in India, 

{d) the balances held by it at olber banks m current account and the 
money at call and short notice in India. 

(e) the investments (ai book value) in Central and Slate Government 
securities including treasury bills and treasury deposit receipts, 

(/) the amount of advances in India, 

(g) the inland bills and foreign bills purchased and discounted in India 
The return must be prepared at (be dose of business on alternate Friday, 
and ev ery such return shall be sent ool later than 7 days after the date lo 
which it relates (Section 42 (2)] 

Where alternate Friday is a public holiday under the Negotiable Instru 
ments Act, I8SI, for one or more offices of a scheduled bank, the return shall 
give the preceding working day’s figures in respect of such office or offices, 
the return shall be deemed to relate to that Friday 

Where furnishing of a fortnightly return IS impracticable in the case of 
any scheduled bank by reason of geographical position of the bank and its 
branches, the Ban! may allow certain relaxations thereto- 

CXDLLECTION AHD FURMSHINO OF CREDIT ISrORMATIOT. 

7 Meaning ‘Credit tnfonnalion’ m^ns any information relating to . 
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(i) the amounts and the nature of loans or advances and other credit 

facilities granted by a banking company to any borrower or class of 
borrowers, 

(it) the nature of security taJeen from any borrower for credit facilities 
granted to him, 

(in) the guarantee furnished by a banking company for any of its customers 
or any class of customer, 

(/v) the means, antecedents, history of financial transactions and the 
creditworthiness of any borrower or class of borrowers, and 
(v) any other information which the Bank may consider to be relevant 
for the more orderly regulation of credit or credit policy ‘ 

(Section (c)] 

If Poner to collect credit informa'ian * 

The Dank is empowered by the Act 

(j) to collect in such manner as it may think fit. credit informition from 
banking companies, and 

(i/) furnish such information to any banking company in accordance 
with the provisions of Section 45D (Section 45B) 

III Peuer to call for sitbmijsion of jrotementj 

(») The Bank, may at any time direct any banking cominny to submit 
to u such statements reladog to such credit information as may be 
specified by the Dank from time to time 
(i/) A banking company, notwithstanding any thing to the contrary con 
tamed m any law or any msirument or any agreement of secrecy, is 
bound to comply with such directions (Section 45C] 

IV Procedure for furnishins credit utformau'on to tanUnit companies 

(0 A banking company may, m connection with any financial arrange 
ment entered into or proposed to be entered into by it, with any 
person, make an application to the Bank m the specified form 
requesting it to furnish the desired credit information 
(ii) The ’Dank' shall, as soon as possible, furnish the desired information 
a* may be in its possession without disclosing names of the banking 
companies which arc the source of such infurniation to (he Bank 
(lit) The Bank may levy fees not exceeding Rs 25 for furnishing such 
information [Section 45D} 

r PeohbtOon of disclosure of JnfotmaUon Any credit information 
submitted by a banking company to the Bank or by the Bank to any banking 
company under the provisions above shall be treated confidential and shall 
not be published or disclosed otherwise than the following 

(/) the disclosure by any banking company, w ith the previous permission 

spoints (iv) v)d(v) were (ftserted by the Reserve Bank of lodii (AmeodneoO 
Act. 1974 

•The collection end furntshifle of Credit mfortnjtion under Sec 45 cooU recome 
pouible only after the iiuenion of Chapter IIIA in the Reserve lUnk of India Act ft 
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of the Banl, of any mJbrmation furnished to the Bank under Section 
45 C, 

(»/) m the public interest, publication of an> inforination m the consoli 
dated form b> the Bank without disclosing the names of any banking 
company or its borrowers, 

(c) disclosure or publication of any credit information by the banking 
company or by the Bank to any other banking company in accor 
dance with the practice and usage customary >o the hanking circle 
or provisions under any other law » 

No court, tribunal or other authority shall compel the Bank or any other 
banking company to produce to B>'c inspection of any statement submitted or 
furnished under Section 45C or Section 4SD (Section 45E] 

LVrntPRCTATlON 

The words and expressions used in Chapter HI and defined in Chapter 
lUB shall have the meanings resp^ively assigned to them therein 

[Section 45R] 


DEPOSITS bOT TO BE ACCEPTED IN CERTAIN CASES 

(1) No person, being an individual or e firm or an unioeorporated 
association of individuals shaff, at any time, have deposits from more than 
the number of depositors specified against each in the table gn en below 

TABLE 


Not more than 25 depostion ettludioc depositers wbo 
are relatives otthe tedmCaal. 

Not morertian 25 deposiiois per partner ant) nol xnois 
than 2S0f!«positors in all cvrludicgin either case depou 
tots »bo arc relatives of nny of the paitscrs 

(iiO Unincorporated asiecia 

Venofmdiiidiials Not more lhan 25 depositors per individust and nol more 

ilua 250 depositors m alt. cvcfudisg in cither case 
deposKors «bo are relatives of an) of the lodiriduals 
cocsirhrlioi: the avenavoa 


(0 Indirlduat 
(iQ F/rm 


(2) Where the deposits hdd by any such p-rson are not in accordance 
with sub-sectioQ (1), he should repay such deposits before the expiry of a 
period of two years from the commcnceincnl of Section 10 of the Banking 
Laws Amendment Act, 1983, so that the oumber of depositors is within the 
specified limits [Section 45S ] 

ExplaruJtton (o) A person shall be deemed to be a relative of another, 
if and only if, 

(i) they are members of a HUF, or 

(ii) they are husband and wife or 

(ill) the one is related to the other in the manner indicated in the List 
‘Oause C inserted b\ iJie Reserve Banl, of India Aci, 1974 
• Inserted by Ameadmcnt Act 1983 
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below* 

(/>) a person in whose favour a credit balance is outstanding for a period 
not exceeding six months in any account relating to mutual dealings in the 
ordinary course of trade or business shall not, on account of such balance 
alone be deemed to be a depositor 

POWTR OF JSSUr OF SEARCH WARRANTS 

Any court having a jurisdiction to issue a search warrants under the 
Code ofCtiminal prewedure, 1973 may, on an application by in officer ofihe 

Bank or of the State Governmcnl authonsed m this bchilf stating his belief 
that certain documents relating to acceptance of deposits in contnvcntion of 
the provisions of Section 4^S arc sccrcicd in any place wilhm the local limits 
of the jurisdiction of such court issue a warrant to search for such docu¬ 
ments [Section 45T1 

The Dank miy maintain expert staff to study various aspects of rural 
credit and detclopment and in particular It may (o) tender expert guidance 
and assistance to the National DanX. and (b) conduct special studies in such 
areas as it may consider necessary to do so for promoting integrated rural 
development [Section 54] 

TEVALTICS 

The persons or the insiiiuhons violating the provisions contained in the 
Act shall ^ punishable with the following penalties 

] ror makl/rc a false statement Any person who nilfblly makes a 
false statement about some maiernl fact or wilfully omits to make a mafenal 
statement in any application, dechration return statement information 
furnished for (he purpose of this Act shall be pumshabre with imprisonment 
for a term which miy extend (o three years and shall also be liable to fine 
[Section 5S-0 (1)1 

2 /or fli/atili in fiirnijfiing in/orrtM/ion If anybody fails to produce any 
hook account or other document or to furnish any siHement information or 
particulars as required by or for the purpose of this Act he shall be punish 
able with fine which may extend to Rs 2000 in respect of each offence and if 
the default continues Rs 100 every day for eich offence * [Section 58B (2)] 

3 For nronifyid thsc/ojure o/rrrdir ift/uriHoWofi If any person discloses 

any credit informition, the disclosure of which is prohibited under Section 
45E, he shall be punishable with imprisonment for a term which may extend 
to SIX months Of with fine upto Rs 1.000 or with both [Section 58B (4)] 

If any person contravenes any provision of Section 45 C he shall be 
punishable with imprisonment for a term which may extend to two jears 

* Lin of rehtnes (I) fsther f2) Mother (step moihet) (J) Son (inctudint 
iter> sonV (4) Son s wife <)) Daughter (incluJ ng vier-dausbier) (Fi Fsiher » father 
(7) Father » mother (8) Mciihcr » moiher (9) M whet t fjiher (tO) Son a ton (It) Son* 
aoniiiire (i:> Son* daughter (IS) Son • daushter * husband (|4> Daughter » husband 
(tS) Oaushter »»on ((61 Daughter **oo * uifc <l7j Daughter * daughter rt<l Daugh¬ 
ter * daughter* hutband (1>> Urother fincJiidin* itefvhrother ('Ol FicPri t»>!e 
(21) Sjjlfr(>»chiJios *>*P 22 Sniei » husband 
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oi With fine which may extend to twice (he amount of deposit received by 
such person in contravention of that section, or (wo thousand rupees, 
which ever is more or with both fSection 58 B (5) AT ^ 

(4) Offences b} companies If the person cominitfing a contravention 
or default referred to m Section 58 B is a company 

(i) every person who, at the time of contravention or default, was 
responsible to the company for the conduct of its business, and 

(ii) the company itself, 

shall be deemed to be guilty of the contras ention or default and 
shall be liable to be proceeded against and punished accordingly 
However, the person shall not be liable to be punished if he proves 
that (a) the contravention or default was committed without his 
knowledge, or (b) he had exercised all due diligency to prevent the 
contravention or default (Seclion S8C (I)] 

(rii) Notwithstanding the provisions of Sec 58 C (I), if the offence is 
committed by the company with (he consent or connivance of, or 
is attributable to any neglect on the part of any director, manager, 
secretary, oOicer or employee of the company, the said persons shall 
be liable to be proceeded against and puoisbed accordingly 

[Section 58 C {2)J 


'Inserted m 1983 
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ORGANISATION, MANAGEMENT 
AND ACCOUNTS OF BANKS 

With the rapid expansion orbanking business O S. M' sphere of bants 
has gathered more and more significance A banter has to deal uith the 
human element both inside and outside the bant A careful treatment to 
customers and employees is ihc tcy lo success and higher achievements m 
the matter of banting The system of accounts and account boots maintained 
by a bant also paves ihc way to mutual confidence betneen the public 
employees and the bant itself. 

ORGANISATION AND MANAOrMEtfT (O AND M) 

A scientific O & M is a must for a banter It mates possible niaximisa 
tion of social welfare and helps m the growth of development banting 
Organisation denotes the method or style of coordinating activities of vanous 
departments in such a way (hat the bank functions efiiciently The set up of 
tis organisation and management may change vvith a change in the sue of 
the bant 

In Indn bants arc promoted m the form of n joint stock company 
within the provisions of the Companies Act, 1956 and the Banking Rcgula* 
tion Act, 19-19 The name, capital, objective and the business have to set m 
the prescribed pattern 

Organisation of bants may be m two forms, viz, unit banting and 
branch banting The unit banting system as m the USA, has no relevance 
in Che Indian context Branch banting system has become much popular 
here and although the number of banks opejating in India is very meagre 
(85) but looking loihchundred$ofbfanchc$(over35 000) spread all over 
the country, wc can be proud of its vigorous growth 

IVTtRNAL ORGANISATION 

The policy objectives of a bank’s organisation must be properly defined 
Uhtle deciding about the internal organisation ofa bant four basic principles,! 
given below, must be followed 

(« 2 ) \\ hole organisation must be divided into departments and sii^ians 

(6) Clear devolution of responsibility. 

(f) Person in charge must be given appropriate authority 

•S E Thomas, Gimmrrfr Its Throtjr l‘raetlct,T! 
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id) ECTeciive co ordination betneea vanous branches and Head Office 
and branches niter 

The organisational slruciure must be simple and scientific Recruitment 
of various employees in difrcrcnt deparlmcnts must be done carefully A 
bank must neither be over staffed nor be under staffed Rccnntmcnt of 
employees must be done at head oflitce Heads of departments or branches, 
as a rule, should not recruit even their own subordinate staff Applications 
in standard forms may be invited from candidates willing to join service in 
the bank Suitable candidates must be tested interviewed and selected A 
card indcK for every employee containing particulars of name, address, age, 
qualifications, date of appoiniracnl, proiaotions, department, salary and 
remarks as to conduct must be maintained 

There must be grading schemes for staff according to their aptitude for 
work and salary Suitable promotional schemes must be introduced New 
employees must be sent straight for training and regular employees must be 
asked to join training programmes at penodical intervafs 

The interna! organisation of a bank may be divided into two parts, 
namely, (1) for head office, and (2) for branch office Both these parts must 
work in cohesion 

I INTERNAL ORGANISATION OF HEAD OFFICE 

The Head Office or Central Office is a co ordmaiing body for all the 
branches of a bank Departments in the ceniral office must be organised on 
functional basis Though there is no similarity m the number and nature of 
depanmems of different banks, yet an attempt is being made here to give 
fuflctionat division nf departments commonly found 

ACCOUNTS DEPARTMENT 

This department must be headed by a Chief Accounts Officer who may 
be assisted by a number of qualified Accounts Officers The Accounts Depart¬ 
ment ^nouiS te entrusted, iiAeri aVa, ■wAb Wit ^tA'iOhVTig 

(o) To prepare consolidated accounts on the basis of penodical statc- 
meots received from branches 

(6) To prepare annual Balance Sheet and Profit and Loss Account 
(c) To prepare returns to be submitted to the Reserve Bank of India 
periodically ♦ 

id) To assist in the annual audit of accounts and to arrange internal 

audit 

(c) To maintain Employees' Provident Fund Accounts 
if) To find out funds to be invested and liquidity position of the bank, 
(g) Arrangement of various Account Books, forms and other sfalioneiy 
(/j) In case of mechanised accounting, a data proce'smg section must be 
properly looked after 

(i) Clearing House arrangements for branches 

O') Submission of Income Tax returns and depositing tax amounts. 

(k) Preparation and payment of salary bills 
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In addition to these, the Accounts Department of Central ofTice^ead 
office has to arrange funds on the requisition made by branches and get the 
credit replenishment from the Reserve Bank under its various refinancing 
facilities This department must also ensure the fulfilment of ‘CRR* and ‘SLR’ 
under the provisions of the Banking Regulation Act and the Reserve Bank of 
India Act It should keep mandatory cash deposits with the Reserve Bank. 

LOANS AND ADVANCES DEPARTMENTS 

This IS one of the most important departments because it formulates 
lending policies as per directions and guidance given by the Reserve Dank as 
recommended by the National Credit Council It fixes zone-wise and sector- 
wise lending targets for various branches This department is sub divided 
into several cells and remains in direct control of the General kfanager (G M ) 
Its other important functions arc 

(o) To maintain liaison between the Government, the Reserve Dmk, 
other bankers, financial institutions and the general public on the 
matter of lending policies 

(b) To sanction loan proposals which exceed limits stipulated for 
branches and zonal offices 

(c) To collcet credit information on various big borrowers 

(c/) To call for various statements and reports from branches regarding 
the implementation of lending policies and prepare a consolidated 
Stalemcnt/Report 

(e) To CO ordinate activities of different cells for implementation of 
various schemes such as Differential Interest Rates Scheme, Credit 
Authorisation Scheme, Credit Guarantee Scheme, and Bills Dis¬ 
counting Scheme, etc 

INSPECTION DEPARTMENT 

Several inspectors are appointed under direct control of the Chief 
Inspector These inspecton male periodical inspection of branches and 
report on various matters such as books and accounts, method of granting 
advances, staff grievances and grievances of the public It also suggests a 
line of folfow up action against the irrcgulmiics, shortcomings, embezzle¬ 
ments or manipulations m a particular branch and transfer of the manager 
of that branch, if necessary The Chief Inspector forwards these reports to 
the G M This department also forwards T A bills of its staff to the Accounts 
Department for arranging their payment 

PUBLIC RELATIONS DEPAKTSIENT 

This department remains in charge ofa Public Relations Officer (PRO) 
whose job is to maintain liaison between the bank and the public The 
PRO must be a softs peaking man and possess an attractive personality He 
helps in the functionmc of different departments m the Centra! Office by 
improving the bank’s image in the publicxnmd throughaudio-visual publicity 
The Public Relations Department i$ entrusted with the follow ing jobs 

(a) to remove public grievances. 
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(63 to give publicity to various deposit schemes and loaning schemes run 
by the banh, through distnbutmg pamphlets brochures, hand bills 
etc and giMng adtcriisements, 

(c) to publish bank’s onn magazine, 

(</) to launch deposit mobilization schemes and to fix higher targets for 
branches, 

(e) to organise Branch Managers* Conference, 

if) to a'si't in the shifting of a branch or opening of a nen branch, 

(g) to manage Becephon Room at 11 O and appoint receptionists, and 
(/;) to manage a Library and a Reading Room for the Staff 

FOREIGN EXCHANGE DEPARTMENT 

This department mainly deals niih foreign exchange business of the 
bank It selects branches that can carry on financing of foTeipn trade 
Usually branches situated in port founs and capital tonns arc selected to do 
foreign exchange business Only those banks nhich hare their orrn branches 
in some foreign countries or hare agreements mth correspondent banks 
abroad can hare foreign exchaoge dealings Some of the Indian banks like 
State Bank of India Indian Orerseas Bank, Rank of Baroda, Bank of India 
and Central Bank of India hare opened iheir offices abroad for linking 
foreign exchange business of their branches in India and assisting the export* 
ers/importers to develop foreign trade 

The work of ‘Foreign Exchange Department’ is 'i liitJe bit difficult and 
technical since it has to take several precautions regarding rules of foreign 
exchange as laid down under the ‘FERA’ and ‘COFEPOSA’ or as prescribed 
by the foreign exchange xviogs of the Reserve Bank and the Finance Ministry 
of the Government of India *rbe mam funcijoDS of the Foreign Exchange 
Ceparlment of a bank ate 

fa) To seek licence from the Reserve Bank for obtaining foreign exchange 
dealership 

(ft) To communicate to the concerned branches any changes that maj be 
eHeCted b> ibe Oovermnent in foreign trafte regulations and foreign 
exchange regulations 

(c) To purchase or to sell foreign currencies arising out of export trade 
OT import trade in the country 

{d) To undertake spot or forward buying and selling of different curren¬ 
cies at the rates announced by the Resene Bank for registered foreign 
exchange dealers 

(c) To provide pre shipment and post shipment finance to exporters 
(/) To grant loans to importers 

(g) To maintain liaison with the Foreign Exchange Dealers Association 
of India, Industrial Development Bank of India, Export Import 
Bank of India and ECGC of India 
(ft) To avail of vanous refinancing schemes 

(i) To demand periodical returns from branches dealing m foreign ex 
change and submit consolidated returns to the Reserve Bank 
if) To arrange various training programme or conferences for their 
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personnel and representatives of foreign correspondents 

DtPARTMCNT OF rCONOVlICS AND TLANNINO 

This department remains under the control and supervision of the Chief 
Economist/Planning OITicer It plays nn important role in the healthy de\e 
lopment of banking The functions of this department ate 

(1) To conduct surveys for new branches 

(2) To conduct survejs for sectoral development of credit and mobilisa 
tion of deposits 

(3) To chalk out deposit mobilisation schemes and fix branch wise 
targets 

(4) To compile statistical returns and statements and to furnish them to 
the Reserve Rank 

(5) To prepare performance I iidpetsofvanous departments and the bank 

(6) To stiidj branch wise cost of credit and profitability and consolidate 
It 

(7) To maintain statistical records 

(8) To undertake credit planning 

PfRSOSNri nCPARTMfNT 

The Personnel Ofiicer or Deputy General ^^anaper (Personnel) heads thii 
dcpirtmcnt Some! abour Officcfs are also oppointcd to assist the Personnel 
Oniccr In the present limes vvhen staff and labour unrest occur frciiucnlly 
the fiinctioninp of this department becomes essential to create a eongen al 
atmosphere among the employees of the bank Its mam function* are 

(<j) Recruitment of personnel according to requisition made by other 
dvpaftmenis 

(h) Arrangement of training programmes for new as well as old staff 
Ihrouth the hank’s own staff Iriininj; ceUege/cenlres 
(r) Issuine posting orders to the newly recruited staff and also issuing 
transfer orders 

(lO Confirmation of employees 

(e) Introduction of promotional schemes for the employees 
(/) Maintenance of persona! file and tervice reconl for each emplo>cc 
(c) Dealing with the matters of staff discipline provident fund gratuity 
nnd staff welfare 

(A) Negotiations with the employees unions for reaching settlements on 
miners of dispute 

srCRCTARIAT nriARTsirvT 

This department remains in charge of the Secretary Any person who 
IS an Associate of the Institute of Company ScCTctarics can be appointed as 
Secrefarv Some other staff su h as stenos and assistants may also be appoint 
cd for assistance of the secretary The secretary remains in direct touch svith 
the Mg Directors General Managers The following arc handled by 
the *>ecrctariafe 

(o) To maintain Sleek Register, Shareholders' Register, Register of 
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Charcts Debenture HoHtis’ Rcsisler flc 
(f*) To arraucc board racetines and companj metuncs and lokecp 
minutes of these in«lm«'s in tht Minute Roel. 

(f) To present aanous resolotions lo nieeiic ‘'5 and when pass-d to for 
irard them to the departments concerned for tbeir implenjentatiea 
(d) To complete sanous fonnaliiies as required under the BanLins 
Rccutalion Act, 1949 and the Rtsenc BanL of India Act 1934 

LFGAL I>n'AJtTME>.T 

This d“partinctit is headed b\ a La» Olrcer He must b-an exp-it in 
all matters penatnmc to Ian Tins department loots after the <etiicracct cf 
dilutes betucen the bant and customers and disputes between the bant and 
its eiaplojets It attends to all cases filed la the court b> the bant oa 
emplojees/customers third parties or Mce \ersa It abo issues s’anous st^nd- 
ardufd forms for use of the banV. and Its customers. It remlarh apprises all 
branches of the banV about the latest amendments in canons lairs, rules and 
reculatiQia effected h^ the Central Gosemoicot or State GDitTrimeaU 

ACRICVLlfRAL riVAKCE DEPARTlitEST 

In these dajs an iDcreastnr emphasis is b»ins laid bv ih» GoTtrctseoi of 
India and the Resene Banl of India on Ibe arajlahihn e^banb finme* to 
tbepnonts se».ior« In the post naiionalisaiion era atorsi all the eomiseraial 
baoLs hate been paiioc 'pecial atieniion to a^ricaltural fiaaara and other 
schemes of niral depanm*nt Each bank has therefore esisblished an Acn 
cultural Finance Depaitment or an Agncultoral Credit Cell This is headed 
b> an expert in the field of a<'naulture He ts assisted bt other p^rsoas irbo 
are experts in the matter of finance Tlic Apnnihural Finance Dcparimrat 
Studies problems iniohed in the ameultoral finance decides terms and con 
diiions for malong a!!;ricullura 1 advances and prescribes methods for reco'rcry 

COTTAGE ANP SMALL SCALE INDVSIHIES* riVS^CE DZPARlalt-VT 

This department tnai sep3raie)> exist in bants srbere considerable 
advances are made to Ibis sector olbcraise funciicns of this dq^itmcEt are 
entrusted to the Industrial Fioaocc Department lofra A Finance Offi'er 
remains in charge of this department. It fixes lendinc targets for branches 
and frames rules and b} laws for grantiog of advances by brancbK Tlus 
department functions in close collaboration with the small industries depart 
meets of the Central and State Gotemmenls It aUo makes available techm 
cal guidance m the matter to brandies 

IKDDSTTlAl, riNAJSCE DEPARTMENT 

This departrncDt formulates policies and rules for making medium term 
loans or orlaog capital loans to mediom and larse **ale mdustnes It also 
decides rate of interest to be charged and mrthodt of reahsaiion of the loans 

STAEF TRAINING COLLEGE 

Trained staff is an asset to a bsnL. Almost etery cotnmTcial bad now 
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runs Us own Staff Tnining College/Ccntrcs However, where any bank is 
short of resources U may combmc «i(h two or three other banks to run a 
Training College Some big banks arrange training programmes at regional 
levels too The chief of •» Training College is called ‘principar, who is assisted 
by Faculty members and other slafT This college may also arrange a senes 
of extension lectures from other experts in banking and industrial finance 

RECOVCRY DEPARTMENT 

This department remams in charge of a Chief Recovery OlTiccr, who is 
probably in the rank of a Law OlBcer Making recovery of loans is the most 
difficult task now a days This department helps the branches to lake 
relevant legal steps for realisation of advances 

PREMISES MAINTENANCE DEPARTMENT 

This department remains in charge of a Chief Architect or Duitdmg and 
Construction Engineer The function of this department is to repair bank 
premises and undertake extension of otfice and residential buildings It also 
decides terms of lease from the prtsatc land holders on which bank premises 
have to be built 

11 THE INTERNAL ORGANISATION OF A DRANCII 

Ctlicicncy is closely /inked with the organisation of a banking concern 
The internal organisation of branches is as important as that of Head OITice 
of a bank because the policy implementation by the latter depends entirely 
on the clhcicncy of the fordicr Achievement of higher deposit targets and 
recovery of Joans largely depend upon the branch organisation With the 
belter organisation of branches, customers arc served better A branch is 
hevded by an ‘Agent’ or ‘Manager’ who is assisted by several other 
personnel A branch organisation may be split into several departments* as 
noted below 

CURRENT ACCOUNT DCPARTMCNr 

The mollo of this department must be the 'quick service to the 
customers who mostly belong to trading and business communities A 
•Section OilTccr''must 6c in charge of iftK depirrmenf He sftouW aiViKaic 
all the current accounts between various current account ledgers and also 
allocate the work to each ledger keeper and clerk Every ledger keeper’s 
counter must be provided with a name plate Each ledger keep*r must be 
provided with the relevant card flic of sp-cimen signatures so that he could 
verify the drawer s signature on each cheque presented at his counter In 
some banks this verification work is done by Accounts Ofiiccr/Scciion Officer 

This department opens current accounts of individuals, firms institu¬ 
tions companies etc Cuitomers arc allowed cash crcdit/overdrafl fjciliiies 
on such terms and conditions asprescrib“d by the bank. Standing insiruc 

»In »msllbrjrv.hcv a dcpJftment may mean Counier’ »u h ai Current Account 
Counict, Savings flint AccDuni Oountci cic 
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tions relating to payment of insurance premia, membership fees for clubs 
societies, eleclncity^water charges, etc are also accepted from customers 
However, the banker is not responsible for any default on its part that might 
occur due to unavoidable circumstances TTiis department prepares monthly 
statements of accounts and sends them lo customers for their use and 
reconciliaiion with ihcir records 

SAVlNOS BANK DEPARTMENT 

This department also functions on lines similar to that of the Current 
Account Department with the difference that persons with nominal savings 
are allowed to open savings bank accounts A Section/Accounts OfHcer sen 
fies signatures of the drawers on their withdrawals/cheques w ith the specimen 
signatures booL Savings bank account holders are neither allowed overdraft 
facilities nor collection of cheques/drafis. etc. payable to third parties 
Interest is allowed to every account holder on the minimum credit balance 
standing in his account between lOlh and the last day of every month The 
rate of interest presently allowed is 5% p a Half jearly products of interest 
are calculated by this depariznent and relevant lotsresi credits are given to 
customers Since the number of account holders is generally large, this 
department allocates the number of accounts and maintains them in several 
ledgers Every entry of withdrawal or deposit in the pass book must bo 
signed by a bank official Tlie Savings Bank Depaitmcnt is also entrusted 
with maintaining ofi'ixed Deposit Accounts and Rccuiring Deposit Acoouots 

CLEARING SECTION 

In big cities this Section functions separateV while in small towns it is 
combined with the Current Account Department The Section Officer of the 
Clearing Section ensures that (he clearing schedule and all the chcquesibills 
received for clearing are presented lo the local Cleanng House regularly and 
well m time A clearing clerk from the Clearing Section regularly attends 
the Clearing House and receives such chcques/bills etc as are drawn ou this 
bank ffc shouftf make necessary adjustment (dcbitfcrcditj entries in re/evanr 
accounts of the customers 

BILLS DEPARTMEVr 

This is the most remunerative deparlmenl for a bank It not ool) deals 
with bills but also with cheques/drafts dividend warrants etc Its functions 
may be divided into the following three categones 

(tr) Collection of Im^ard Bills and Cheques All bills, which have to be 
collected from banks within the town tn which a hanker is situated, 
are called ‘Inward Bills* The Section Officer oFthe Bills Department 
must give the following instructions for collection of inward bills 
(i) Allmward bills and cheques received must be marked with a 
‘Receipt’ and ‘Date’ stamp and be given a senal number after 
having them entered in the ‘Inward Bills Collection Register’ 

(h) These bills/cheques must bepresented for payment either the same day 
or the next day The payment must beadviscd to the respective payees 
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(Ui) In case of non payment, further instructions must be sought from 
the respective payees 

{/v) Where a bill IS ongmally marked ‘Delivery Free ofraymeni’, the 
collecting banker must deliver the documents to the party concerned 
ag-ilnst a proper discharge on the bill 
(0 Where a bill IS marked Documents against Acceptance', documents 
must be delivered to the party concerned after obtaining a proper 
acceptance on the biU 

(vl) 'Due dates’ of all the bills must be dianscd and the drawee roust be 
reminded ahont the date oT maturity of bif}f 

(til) Where piyment IS not received on (he due dale, the payee must be 
intimated accordingly and the bill must be ‘Noted and/or protested', 
as per instructions 

(A) Collection of OvtHarif Bfllsaiui Cheques Where bills nnd cheques 

have to be collected from places other thin the collecting bank’s own 
town, they itt called Owtwatd Bills’ In such cases, tbe Section 
Officer must instruct his staff in the following lines 
(0 Each bill must be mirked with ‘Receipt’ and ‘Date’ s\ainp 
(U) An additional rcmtrkmust be stamped on each bill rctding ‘Amount 
to be credited on Reifisation’ 

(ill) A station wise sorting of these bills roust be made and serially entered 
in the ‘Outwird Rills Register’ 

(/i) All such bills/clicques must be roidc payable to the collecting binker 
by making proper endorsements thereon 
(r) All these bills must be Sent for collection only to hankers approved 
by the Ifcad Office 

(i/) In case of inordinate deUys m collection, the bank acting as'agent 
for collection’ at the other end must be reminded Where payment 
IS dcliycd for more than a month, the bill/cheque must be returned 
bick to the customer 

(iff) If the payment IS received the customer must be .id used accordingly 
(u/i) If n bill IS dishonoured its notmg'protcsting must b-arranged and 
the client must be advised accordingly 
(c) Discounting of Bills When a payee or holder of a hill approaches 
a banker to obtain finance against an immature bill and if the 
banker docs so after deducting its charges, it is called 'discounting’ 
The Dills Department must adopt the following precautions 
for such bills • 

(/) Discounting of bills should not be undertaken without prior 
experience of collection of bills for the cono^rned party 
(/i) Creditworthiness ofthc drawee of a biff most afso be known to the 
banker 

(//i) Documents attached to the bill roust be thoroughly examined as to 
their validity 

(ir) When a bill remiins unpaid on inaturity. its noting most be arranged 
and the psyee's account must be debited under proper advice 
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(r) Rediscounting faeililies from the Resen-e Bank of India and other 
financial institutions must be ataSed of. 

CASH DEPARTMEVr 

This department remains under the control of a Chief Cashier. He is 
assisted by sc'eral other cashiers. The cash department may bast seseral 
•windows namely, pajment window^ receipts ssindow, gosemment reedpts 
window, gosemment payments window and Teller's Window. The number 
ofwindows depends upon the quantum of business handled by the branch. 
Each window is operated b>’ an employee called as Cashier. The Cashier 
comes m direct contact with customers His behasiour mclcd out to 
customers maicnally inflnences the bank's business. The golden rules to be 
followed by a cashier are • 

(1) Ask your customer m what notes or coins he wants payment and 
meet his demand as far as possible. 

(2) Always speak sweetly with doe courtesy. 

(3) Don't argue with your customer. 

(4) Don't exchange jokes with customers 

(5) Don’t throw notes, coins and pass-book towards customers. Place 
them on the counter and pass gently. 

(6) Don't demand identification from any customer m an aggressive 
voice 

(7) Don’t misguide your customer from counter to counter. 

(S) Don't show yourself superior to offering explanations to the 
cuitomer. 

(9) Always have a smile oo your face. 

(10) While speakingcourteously, ensnre completion offormatitits before 
paying money to the customer. 

To be a perfect cashier, knowledge of banking Jaws and prartice is very 
necessary. Every paper presented at the counter must be ihoroughly 
examined and then payment may be made or received. He should avoid 
hasty customers, count twice the ootes and coins be has to recrive or pay. 
He must sot make payment after the'baokiog hours'. In case of amounts 
received, the cashier must send the pay-in.5lip for signature to the Head 
Cashier or a Section Officer as per practice obtaining at the branch. 

At the close of'banking hours', the cashier most tally bis cash balance 
with the balance appiearing in his books. He should find ont the shortages 
and excesses if any and try to locate the mistakes/d iscrependes. While 
excess can be liansferrcd to a ‘Sispcnse Account’, for shortage no body will 
be responsible except the cashier luiaself. 

The main cash vault miKt remain in double lock under the joint control 
of Branch Manager, Accountant and Chief Cashier. The cash vault must be 
kept in a strong room serially constructed. Any single person should not be 
allowed control of the cash vault. A surprise checldng of cash balances at 
branches must be arranged periodically by ihe Head Office. An armed guard 
must be posted at the strong room and the cash counters. Sending cash 
boxes from one place to another place must be kept secret. Each remit- 
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tance must be escorted by an armed guard and must also be suitably insured 
SAFE DEPOSIT VAULT DEPARTMEVT 

Hiring of safe deposit vaults has become much popular now.a days This 
IS one of the most important subsidiary services of a bank. The Safe Deposit 
Vault Department has to take greater care and caution m rendering this 
service An Accountant or Section Oflicer controls this department fje 
may, if necessary, assign a junior officer the duty to deal v, ith the customers 
who want to operate on their lockers A stranger shouid not be allowed to 
hire a locker Only such persons who are known to the Bank or properly 
introduced to (he bank should be provided (his facility Each locker is 
provided with a lock to be operated by tno independent kejs, while (he 
master key remains with the depariinent. the other key is retained bv (he hirer 

The official/emplosee concerend should prop:r1y identity the customer 
and make necessary entries regarding time and date of operating the locker 
and have them signed by the customer Oolj one customer at a time should 
be allowed to enter the safe deposit vault room and operate his/her locker 
A proper watch must be maintained on the room for ensuring safety 

This department roust study the local demand for lockers and then place 
purchase order for locken of difTefcnt sizes Locker cabinets must be 
placed in a strong room Timely realisaiioo of rent from customers must 
be ensured Use of code words, if given by (he banker, must be insisted upon 
before allowing approach to the hirer No access to the vault should be 
allowed to any unauthorised person 

REMirfANCE DEPARTStevr 

This department arranges remittance of funds at the request of customers 
applicants It issues bank drafts (B Ds) and executes mail transfers M Ts) 
and telegraphic transfers (T Ts ) In case of MTs and TTs an advice must 
be sent to the drawee branches When a B/D is reported lost by the custo 
mer, a duplicate draft may be issued after ascertaining non payment of the 
original B/D and obtaining an indemnity from the applicant conc’rncd 

FOREIGN EXCHANGE DEPARTMENT 

This departmenl IS Opened only at branches which arc given licences 
to do foreign exchange business Fhc Ibrcign exchange department of the 
bank must keep uptodate records of all purchases and sales of foreign 
exchange effected by it It must accept deposits in non resident accounts and 
arrange MTs. TTs and cablegrams for inward/outnard remittanee of 
funds Opening of foreign letters of credit and issuing of foreign travellers* 
cheques is also undertaken by this department It must submit necessary 
data to the Head Office for ibeir onward transmission m prescribed forms to 
the Reserve Bank of India 

ADVANCES DEPARTMENT 

This department grants loans and advances to applicant customers The 
‘Loaning Officer* must thoroughly examine loan applications from would be 



da The Law and Pra tice of Bsnkmg bt h^a 


bo^ro^^e^s, collect project feasibility reports, and if satisfied, sanction loans or 
advances within the limits allocated by the Bank Manasement to its ^!a^a£e^s 
In case of advances of large umounU, applications must be processed and 
sent to Head Office for final decision and sanction This department must 
take follow up measures for proper utilisation of credits and ensure timely 
recovery of principal amounts and interest thereon Loans must be sanctioned 
against proper security and advances may be given against pledge hypotheca 
lion of stocks etc Where recovery of loans or advances is irregular or poor, 
the case must be referred to Head Office for taking suitable legal action 
against the defaulter 

Several cells may be set up m the department according to the purpose 
and category of borrowers Thus, the Rural Finance Cell, Priority Sector 
Advances Cel! and Loans to Disabled and Handicapped Cell inaj -be estab¬ 
lished to achieve the desired targets of lending fixed by Head Office Timely 
returns must be sent to the Head Office regarding number and nature of 
borrowal accounts, amounts sanctioned, recovered and defaulted 

nXED DEPOSIT DfcPARIMENr 

The Fixed Deposit Counter deals with opening of various deposit 
accounts for a lived period While opening accounts, suitable precautions 
roust be taken as to introduction, specimen signatures and the nature of 
account opened Recurring Deposits. Cumulaine Time Deposits and various 
other time deposit accounts* business may also be entrusted to tins depart 
ment Periodical entries relating to interest must be made m the concerned 
ledger account and the puss book On niaiuriiy, the proceeds may be paid 
on production of the relative Term Deposit Receipt or RccunngDeposit Pass 
book When requested, the banker may allow the customers loans against the 
security of their deposit 

ESTABLISHHENI DEPARrMENT 

This depaitment looks aficr premises, furniture and fixtures, office 
equipt!}fin} assess rfsJtr branch Jj dxsprsM nf Ihe nJd and out 

dated articles and purchases new items with the prior permission of the Head 
Office It also indents the relevant stationery upon the Head Office and issues 
it to different departments as and when requisitioned It has to maintain a 
record room for safe keeping of old account books, vouchers, documents etc 

PCRSOlsNEU DEPARTMENT 

A Personnel Officer, who heads this department, remains in close 
contact with the staff and the Branch Manager He receives grievances from 
the staff and in consultation with the Branch Manager removes them or 
apprises the position to Head Office He also acts as a Time Officer and mam 
tains complete record of staff attendance and overtime. He recruits temporary 
staff and arranges payment of salanes, bonus, etc , to the staff He enforces 
discipline among staff members He also peri>uades the staff not to gossip 
during banking hours and not to go out often on excuses of taking tea etc 
He keeps a service record, leave record, and record about loans al/owed 
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III MANAGEMCNrOr A DANk 

Mnnagcmenl plays the most imporlint role in the organisation of n 
bank It determines the potcy framework controls the functioning and 
supervises the organisational affairs In the words ofOliser Sheldon Mange 
ment 18 the function in the industry concerned with the execution of pol cy 
within the limits set up by the adminislraiion and the employment of the 
organisation for the particular objects set before It ' Thus no orj, inisation 
IS successful without a good management Management of a bank may tie 
divided into several levels ranging from the Ot urman to Ilranch Mangers 
It IS termed as a three tier management namely the top the medium and 
the root level management The following diagram depicts dilfvreni levels 
of management m a bank 

nOARD or DIRECTORS 
Chairman and/or ^lanagins D rector 
General Manager 

Deputy and Ass slant General Managers 
Reclooal klanaeers 

firanch Managers 
and 

Other Supervlslna OIT eeri 

All Ihe levels of minagemeni must work in cohesion rnd coord tnt on 
With each other There must be proper direction in oil oclionvortheeseculivrs 
and junior ofiiccrs vis a ms the objectives of the organuation Any 
misdirection at one level might affccl the organisational set up of the bank 

ROARO or DlRrCTORS 

Tilts is the policy making body Although the real ownership of a 
banking comptny vests in its sharchol fers yet they themselves arc unable to 
manage the day today affairs because of their wide dispersal oven large 
area They can better do this job by appontmg a board of directors The 
JrtrA'/ 7.R.«.vj’.eAhU*Jl/'Ab?vbjvtiV,tssvf.tlyx/iti\n3n;/ ThrJRna'it.i# 
the apex body nnd lakes decisions on the policy direction of activities and 
operations of the bank The constitaition of the Board of Directors must be 
m accordance with the provisions of the Companies Act l9S6andthe 
Banking Regulation Act 1949 The Board far nationalised banks has to be 
constituted by the Central Government m accordance with the rules framed 
under the Banking Companies (Acquisition and Transfer of Undertaking) 
Acts 1970 and I9:>I respectively The qual fications appo nrmenf rc( irmenf, 
removal and righis duties and I abilitie* of directors arc goverreJ by lb" 
provisions contained in difTerenf legislations quoted above 

» O) ver Sheldon The PAt/oMp*»r/tfjnafei*ie*if 5t 


I Top 

I Med urn 
J Root 
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CHAIRMAN OR MANAGING DIRECTOR 

Chairman is the top executive, who presides over the meetings of the 
Board He is among one of the directors lo the Board and is afso Ijion-n as 
the Chief Executive of the banking company He was also known as the 
Afanaging Director (M D i as per provisions of Section 2 (26) of the 
Companies Act, 1956 After the nationalisation of major banks in 1969, the 
Government of India has been appoinfiag. lo nationalised banks, one person 
who acts as Chairman and Managing Director as well For his assistance, a 
•ManagioB Committee’ is also appointed which comprises the Chairman 
himself, the officials of the Reserve Bank and the Central Government on the 
Board and four other directors nominated b> the Government 

GENERAL MANAGER (G VI ) 

Each bank also appoints a Genera! Manager His position is just next 
to ^e Chairman ond/ot Managing Director He provides a linL between the 
Board and the other managemeol personnel Only a person not any firnj or 
a company, can be appointed as General Manager of a bank Prior approval 
of the Reserve Bank is necessary for bis appoiniment or reappointment. He 
is responsible for implementation of policy decisions taken by the Board 

DEPUTT GENERAL MANAGERS OR ASSISTANT GENERAL MANAGERS 

Two or three Deputy General Managers or Assislaoi Genera) Managers 
may be appointed for helping the General Manager These posts fall in the 
senior management cadre and persons appointed on these postsare responsible 
for execution of polic) decisions conveyed by the top management Sometimes 
these o/Bcials are also entrusted vitih the odministratMe control of certain 
departments of the bank 

RFCtONAL MANAGERS 

In certain large sized banks Regional Offices vvhich are headed by 
Regional Managers, arc set up for coordioating operation of various branches 
situated in a pariicularrcgion/area Regional Managers are also sometimes 
known asZonal Managers or Area Managers lie passes on tostructions 
received from his seniors and exerts sufficient influence and supervision for 
implementation of policies and programmes of Ihe bank He also sanctions 
loans, which are bejond the powers of Branch Managers, but fall within his 
delegated limits 

BRANCH MANAGERS 

The Branch Managers are at Ihe root level and are made wholly respon 
sibie for running Ihcir respective branches The number of bis supporting 
staff may vary from three to a fen hundred although th" av srage number is 
somewhere between ten and twenty Larger offices may require a multi Her 
management with deputies and assistants to support the Branch Manager 
or Managers of other Departments It should be noted carefully that a 
Branch Manager is also considered a ‘Principal Officer’ of the Bank He 
can sanction loans on behalf of Ihe bank and file a suit for recovery of the 
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loan on that behalf * Since be »s m direct contact with customers, he must be 
gentle in his behaviour and must be of a helping nature to all those «ho 
come (o him with (heir difhculties Each Branch hfanager exercises defined 
powers delegated to him by the General Manager at Ffcad Odice He is super¬ 
vised or directed through a regional office or Head Office His immediate 
responsibilities include lodgements advances, money transfers ini-cstment. 
consultancy and numerous other services that his bank oilers to customers 
He has to arrange submission of pcnodical returns to bis Head Office He 
must ensure honesty, regulanty and simplicity m rendering various services to 
his customers He must be a good salesman and engage himself m the 
development of branch business by actively selling more of bank’s services lo 
existing customers and attracting new customers especially from that section 
of the community, which does not already have a banker customer relationship 
with any bank 

QUALITIES OF A GENERAL MANAGER, MANAGER. OR 
A DANKER 

The General Manager. Assistant General Managers, Regional Managers 
and Branch Managers arc all important officials oft bank and they must 
possess all good qualities essential for a successful banker Though these 
qualities have neither been prescribed by any Court m any case law nor laid 
down by any legislation yet it can definitely be said that a banker must 
possess all human qualities Some of the qualities are giBed by nature while 
a host of others are attained through continuous efforts and training Good 
family background, better education and a little bit of (raining goes to add to 
the mamgenal capabilities of a person A banker must have an attnciive 
personality, self-confidence, decision making talent good character, and a 
smiling face Gilbert* says, ’to be a good banker requires some intellectual 
and some moral qualifications* Some other scholars have emphasised on a 
‘Smile and Sell’quality of a banker On the whole, one can say that a 
banker must have qualities mote than that of an ordinary man but he need 
not have extraordinary or exceptional qualities He need not be a great man, 
but he shoqld be a man and understand a man. »)io comes as a customer to 
the bank A banker must possess the following qualities 

DOSINtSS TACT 

A banker has to deal with customers of different nature and varying 
standards of education A banker must have the quality of tactfulness He 
should not be mild and meek lo all and simitarly he cannot he lough and 
unyielding lo all His business iictfulness mast satisfy every customer *A 

'\nVn\Ul Bjnkof ChanJra Drb onJ oihe rt (A\K 19T7 CakutU 

5S) it was belJ by the Calcuita llich Courtihai where a Pranch Manager icied as an 
aulhotised agent of Ihe Head OTice and signed the pliini the Branch Manager would be 
ireated*rrin>.ipal OfTicet’orthe bank and thepLamt would be (reaied property signed 
and verified 

*J V\ Gilbert, TAr tog/co/AinJitiir. 105 
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conterted casjoiner naj not braig aD> ntiv cusloroer lolhe banl wbJea 
discontented customer mas tale £sva> ten old caslomcrs ’ The quality of 
business tactfulness helps achieve customers* cooperation 

nrpARTjAun 

A banker should be imparlial repaiding religion, caste, creed, colour, 
lannjace spoken and status of the customers Thus, he should not give a 
differential treatment to a hig borrower and a small depositor He should not 
sho« a partisan approach in his behaviour with customers. 

DICISION VWKTKa POtVtR 

Although a banker is assisted b> his sialT jet he hhtlo take independent 
decisions and f nd solutions to the problems of fejs resicmers Ooicl decision 
making pevrer fte/p? ftiitt <ixik a paoif frosiness A iiCCk defat rn diioc 
busmens decisions imeht cost the banker a lot Sometimes consultations 
vviih Head OfEec or a Iccal adv iver become impossible and a banker postpon 
ing tbe decision ‘till further communication* cannot bold a customer In 
certara circumstances, he has to exert bims-lf in taltog prompt dicisions 
•He who hesitates is lost’ But too much haste might cost a banker hsasilv 

COURTOk 

A banker must behave courteously with his customers Some customers 
may become enraged and some ira> leidgc compbiols against the staff or 
for unsatisfactory «ervices but with sweet tact and courteous behaviourihe 
banker must win over the complainants Even when the rush of busioess or 
workload is heavy, be should tx)t lose his courtesv because‘Courteg costs 
nothiog’ 

soctABiLmr 

A banker must have sociability Hemu^thavc liaison with people of 
different classes and communities He cannot increase the business bj simply 
sitting in his office He must be regularly m touch wnih v anous local bodies, 
societies, Chamber of Coinmcrcc etc and exploit business opportunities ' 

MEMORY AND KECEPnvm 

A banker comes across several persons every day He must act forget 
persons once introduced to him He must not re! bimvelf a superior or a 
perfect person He must be receptive and not unyielding. He should 
learn from complaints and suggestions rcceued fiora customers and the 
general public He roost not treat aJl sui'cestjons from customers or staff os 
futile He should keep in touch With local and national developments and 
read regularly newspapers and penodicats 

KNOWLEDGE OF LAWS OF THE LAND 

The banker must know generally the vancus laws of the country, m 
‘ The Insiitule ol Binkers—VfonDy^ineni tmd Ptttplg m iry LoQdoa, 19®, 
pp 166-67 
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which he lives and serves He must not finance such activmes, which have 
hcen declared illegal m the country Where anii social elements disturb 
functioning of the bank, he must deal with them firmly under relevant laws 

KNOWLEDGE OF BOOK-KEEPING AKD ACCOUNTS 

Proper know ledge of book-keeping and florounts help a banlcr understand 
accounting problems brought by customers and the stafT Such knowledge 
also helps him locate irregularities m books and accounts of the bank 

AT7Rderive PraSONVLITV 

A person who possescs this quality can successfully cstnblish superiority 
over his other comjfthtons m the same field As a matter of fact, ‘personality’ 
IS not a single quality in Itself but il represents a g/st of several essentia! 
qualities It includes not only his charming physique his clothing and colour 
but also his soft spokenness popularity and sympathetic attitude 

Thus a banker must have a proper mix of several qualities In the 
worth of J B Parker, ‘Ranking is .-i persona) service requiring both 

technical and varied practical knowledge together with wisdom, judgement 
initiative and most important commonsenve TTic Banker must 

have a wide insight into men and maticrs generally He must have good 
understanding of human nature, the ability to assess character and an abund¬ 
ance of pitience and tact These qualities cannot be olitamed by studying 
books, long years of training are needed to produce the perfect banker' 

IV BANKER’S BOOKS OF ACCOUNTS 

NEED FOR PROPER ACCOUNTS 

‘Accounting is concerned with the quantification and interpretation of 
past and prospective economic tranuctions *' Bmk occounimg it also an 
integral part of a scientific orginmfion of a bank Since a binl is engaged* 
in monetary dealings, the need for maintaining proper account books is all 
the more great A banker cannot memoriee all the transactions that are 
cfTeclcd daily Moreover, the need of account books cannot be replaced by 
any of the latest techniques ofcoinpuferiration or data processing A com 
petent banker must be capable of appreciating the financial affairs of his 
business and customcn Gilbett says. ‘A bank that is so conducted as never 
to make a loss, will seldom make much profit ** The points which necessitate 
maintenance of proper account bool* in a banking institution are 

1 yf C/ironafo{;fca/ Proof Progcr account bools pros idea chronological 
proof of various transactions to the bank In case of any dispute between a 
customer and the hank, courts of law recognise account books of a bank as a 
dependabte proof 

2 JnilcatOT of Profrest Account books msv help a banker know 
whether his establishment is running satisfactorily or not as regards profit¬ 
ability. productivilv and proficiency 

iD A rpcinlon Aceounilnc ftr thr BJnktr.2. 

*J W C$tlben, A Pra-tlcal Trraflifon B-mktiT 107 
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3 Dtsctosiire of ifie position of Debtor and Creditors Since a banlcet’s 
business mainly rclKes lo money dealings he must know periodically the 
quantum of deposits received by him from the public and the Joans and 
advances alloued lo his cuslorom Bools of accounts will disclose Jbe exact 
position of his debtors and creditors 

4 Public Accoiiniabrlity In India most of the ban_kine business is being 
controlled by the nationalised banks and the remaining private sector banks 
are also subjected to social control measures by the Reserte Bank The bants 
ha%e, therefore, to maintain public accountability by publishing their Annual 
naf'nce Sheets and relative accounts and Ibis can be possible only by main* 
taming proper books of accounts 

5 Stiihi/orj Tteqinreuifnts Some of the provisions of the Banking 
Regulation Act 1949 and the Reserve Bank of India Act, 1934 also require 
a banking company to submit vanous periodical returns about the advances 
granted demand and time liabilities created and assets obtained in India 
Submission and preparation of various returns, statements and schedules is not 
possible without maintenance of proper account books 

TYPES OP ACCOUKT BOOKS 

The number end type of occouni books to be maiaiaiaed by a bank 
largely depends on the size of the bank, nature of transactions conducted by 
the bank and conditions prevailing at the place of its working Bankers* 
accounts books are usually classtHed into three broad categories, namely, 

1 Financial Accounts 

2 Corporate Accounts 

3 Statistical Records 

Financial accounts are those accounts, which show the total business 
conducted and proht or loss made by a banking company during a particular 
period of time and the position of the assets and liabilities on the date of 
closing the accounts Profit and Loss Account, and Balance Sheet are the 
most important parts of financial accounts 'Corporate accounts’ are accounts 
which have lo be maintained m pursuance of the statutory provisions under 
the Companies Act, 1P56 Register of Members, hfeetings* Minute 
Book Register of Mortgages and Charges, Register of Debeuturebolderr'chiis 
are such books which are a must for a banking company Any company 
and the officer concerned of the company causing default m keeping the 
statutory books are liable to pay fine ‘Jwmtica/Recordi’include Clearing 
Register, Register of Rural Advances, Remittance Registers etc Various 
statistical returns to be furnished to the Reserve Bank are prepared with the 
help of statistical records maintained by a bank Statistical books also help 
the bank authoiilies lo formulate future development plans for the bank 
Usually, banks maintain the following books of accounts 

1 Current Account Ledger All the current accounts are maintained in 
this book Whenever a current account holder deposits or withdraws money, 
relevant entries are made in his account in tb‘5 ledger and the resultant credit/ 


Ibid, tOT 
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debit balance is shown npainst each entry fvcry fol o of this ledger bears 
(he name of the account holder cfetiits of cheque book issued overdraft 
granted and the pirliculars of security against it Where the number of 
account holders is fairly large scvenl ledgers arc m iintaincd according to 
alphabetical division viz AloK LtoQamIRtoZ Each account holder 
IS alloited a number and each ledger is also ossigned a number Thus, 
Account No 1331/4 means that current account No 1351 is maintimed in 
Ledger No 4 On each folio there arc columns for products and amount of 
interest Quarterly interest is debited to accounts having debit balances 

CURRFNT ACCOUNT LEDOrR 

Name > Current Account No Sheet No 

Occupation Dale of open ng Role of Inlerest 

Address Sccui ly 

Limit 

Cheque IJoflV No How sitns 



2 Dank iiccoiini LcKcr This ledger contains savings bank 

^ oceounts only and is nlmost similar to current ntenunt ledger eicept that over 


SAVINGS RANk ACCOUNT LEDGER 


Nam& M 

OcCbpallon 
^ Ad/ress 

Cheque Rook Issued 
Date EromNo 

To No 

For M nor t A/conly 
n.iic born 
Oateofatlaininit 
tnafuiily 

S n A/c No 

Sheet No 

Date of Dpenint 

Dale Part cutari 

Dr Cr 

miance 

Inlerest 


Rs P Its P 

Rs P 

Rs P 
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draft factitfies not bemgaJJoMahte Oft satfdgs accounts there IS no provision 
in the ledger sheets for recording such infomation on each account Cheque 
book numbers may not appear in some of the accounts because customers 
nho do not keep an‘introduced* account and do not undertake lo maintain 
the rmatmum credit balance, say Rs lOOorRs 200. are not allo^sed cheque¬ 
book facility 

3 Term Deposits Ledger Register Fiited or term deposits section is 
particularly maintained by each branch because this is the mam source of 
mobilising funds Fixed Deposit Ijcdger is maintained on the lines similar 
to current account and savings bank ledgers A Fixed Deposit Register is 
maintained at each branch which gives a consolidated information of the total 
oumber and total amount of fixed deposits held at different rates of interest 
and for ranging periods It also has columns for interest due and paid 


TERM DEPO??lT REGISTER 

Siffiple/Short/Special/Cuinut3tive Term 
Deposit Register 


Date 

TDR 

No 

Ledger 

fulio 

Name 

Type of 
ilepoiil 

PenoJ 

Rate of 
icteresi 

Amount 

(«) 

t2> 

(3) 

W 

(5) 

(«) 


(8) 



Due date 

Date of 
paynieat 

Initials 

lotcrest for 
giurter ended 

Date on 
wtiicil inletest 

Has paid 

Remarks 

<9) 

OQ) 

(») 

(I2> 

(«3> 

(U) 


4 Cash Rook It may also be termed as a‘Cash Ledger’ It is mam 
tamed by the Chief Cashier A Cash Book has two sides—Debit and Credit 
All receipts and payments through cadi windows, transfers and clearings are 
included m it This book shows net total cash resources of each branch 
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CASH BOOK OF BANK OF BARODA 
Cr 



Foto 

Transfer 

Cleansg 

Cash 

Total 

Rs P 

Rs p 

Rs P 

Rs P 

CO 

(2) 

(0 

(4) 

(5) 

C6) 


____^ 

Transfer dearme Cail) Total 

Items Folio-Remarks 

Rs P Rs P Rs P Ri P 

(7) (8) (?) (10) (II) (12) <13; 


5 CirjJt Trcns/ft J^eghiers AH the Kmlianoes node throush DDs/ 
MTs/TTs 10 various branches of the bank are entered in ihis rc^tster AU 

dd;mt/tt sold register 


Date No 


In whose 
favaue 


On whom 
drawn 


AmouBl ErchaojeRais 

- - -— IniuU 

R* r Rs P 


(t) (2> (3)_(«)_52_(«_ 01 


Total of drafts Total of otchitite 

for ibe day for lh« day 


Rs. P Ri 


P 


Aprlieafll 


Remarks 
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such transactions are done in the oame ofCentral Office because mamtainlng 
a branchnistacrouat svj)] he a much lfDgb> proctdiire At prnodjcaJ laier- 
\als (in fact dail)) a slatemenl of this register is sent 1o the Head Office for 
necessary reconohation 

6 CemUT Rempi Book. This booh is maintained b% the ‘Reetiving 
Cashier’ WTien he rcceiscs cash from customers, he males necessary entnes 
of cash in this booh, puts a rubber stamp on the foji and counter foil of the 
pay-in-slip and signs it This booh helps him count total receipts of cash oo 
a particular day 


CASH COUNTER RECEIPT BOOK 



AecoBSt 

(savings, curreof, head 

For cirdn of 


Aiaossi* 


office, cast credet, 
as the cate taay be) 


Rs. P 

(») 

(2) 

<J) 

(4) 

(f) 


*O»himasslk0«tse dsoomuiatiOQSorootesare abo gioMded. 

7 Counter Payment Book This booh is used bj the cashier on the 
‘Pajment Counter’ This is almost «iniiJar la the Ccunjcf Receipt Bool except 
that the dealing cashier enters the details orp3>Taects m lU From this booh 
he can hod out the amaunt of total pajments made dunog the dai 

COUNTER PAYMENT BOOK 


Aajoaat* 

S No Account To debitor Psrdto - 

Rs. P- 


*Co1umiis shonios dcnonuoruioos of notes are also prennded 

8 Bills Register Bills retened for‘intcard collection* and‘outward 
colicction’ are entered in this bool. When biUs are collected, the concerned 
official puls ibe-date- of reahsaiipn in the relevant column and Snitoals it. 
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From this book, Jt can be found whether any bill has been left uacolfected 
for a long time and whether the natter has been purjueil properly 
Generally separate ree/sters are mainfamed for bills sent by a branch for real¬ 
isation and those received by it for collection 

BILL REGISTER. 


S No 

Dale 

From whom 


Drjttce Chfuue/RR 

received 


Name Station No Date 

(0 

(2) 

(3) 

(4) 

0 ) to 


Amount 

Chaiges 

Date of 

Remtrki 

Rs P 

Rs P 

tettisation 

(?) 

(8> (9) 

(10) 

(11) 


9 Bl\U Dizeemied Book A banker may finance businessmen against 
their Bill Receivables which are due for payment This book informs the 
banker about maturity dates of vanems bilk so that their presrntmerl to the 
"cW/i bs. ^T.vwi tyyiV ^'.va 'Ait 

commission realised by the bank for each bill discounted Where a bill has 
not matiited at the end of a financial year, the jiroportionafc amount of 
discounting commission may be imnsTcrred to the 'Rebate of Bills Discounted 
Account’ 

JO Journal Correction of sanoas mistakes is done through passing 
necessary entries m the Journal All adjustment entries and opening and 
closing cnirirs are also made in lb» book Usually big bcaiKhes maintain a 
Journal Book 

1! Loa’i Ltd^trjPronote Jjpdger This Ittlgcr is miiniamed on the 
pattern of r««i Deposit Ledger wirb a jl/glit difrerenee ft iboar/ojace'* 
name, amoufil of loan, interest rale and amourit, repayment, if any. etc It 







64$ Tht Let* end Ptaeuee of Banking fa titdu 

also conlains details of secunty etc 

12 General Ledger Various cnlncs of Cash Book and the Journal arc 
posted in the General Ledger Boot In order to know the correctness of tie 
posting, a Trial Balance is prepared 

13 Imestmeni Ledger Thts contains securiljnsise accounts of invest 
meats, face ^aluc of the security, ‘cost price’, interest, due dales, and repay 
ment dale of the prmcipal amount It helps a banter too \ the liquidity and 
profitabilit) on sarious securities 

I-l Secuntj Jiegisfer Where a banker grants secured advances to its 
customers, it ssould like to maiDtain a separate register for securities receised 
against advances This register may contain amount of advance, nature and 
amount of security, debtor’s name, and date of maturity of the advance 

15 Safe Cuitod} Deposit Register Where securities have been received 
b> a banker as Safe Custody Deposits’, il may maintain a separate register 
containing details of amount and nature of securities, banker's charges, period 
of deposit and name of the depositor, etc 

16 Foreign Bills Acceptatice Book This booh is intended to contain 
details of all foreign bills accepted by the banker on behalf of its customers 
Acceptance is given only where a fait cover has been received Details of 
securities received against such bills are also included in this hook A banker 
makes no entries la the respective accounts of tts customers vstil the bill is 
paid 

17 Branch Ledger This is maintained by Head OIE e cf the bank 
which opens branch wise accounts nnd inter branch transactions are posted 
therein This obviates the necessity of maintaining such ledger b> every 
branch On the other band, each branch fflamiains ‘Head Office Account* 
in Its General Ledger 

18 Stock Register of the Punted Vntermf All types of printed aafenaJ 
is supplied by the Bank's Head Office lo its branches Id its ‘Stock Register’, 
itemwise accounts are maintained and inBow and outflows are properly 
recorded When the ‘stock’ reaches ‘ordering level’, quotations are invited 
from various suppliers and when found suitable supply orders are placed 

In addition to the above books, banks may mamtam some more books 
as necessitated by the nature and quantum of business earned on by them 
Thus, a backer engaged in foreign exchange business may coaintain some 
extra books such as Discounting of Foreign Bills Register, Foreign 
Exchange Ledger, Foreign Exchange Rate Register, etc 

Since a banker deals in public money, he must tr^ to win public confl- 
dence by adopting a scientific method of books and accounts Penodteal 
internal checks further add to the eflcclivcness of account books Statutory 
provisions regarding auditing and publication of annual accounts/financial 
statements are contained la the Articles of Association of each Banking 
Company Sections 224 to 231 of the Companies Act, 1955 also provide for 
the appointment, remuneration, removal etc, of the auditors All bants must 
appoint auditors accordingly and ensure public accountability 
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BANKING AND MERCANTILE TERMS 


Certain terms which are most frequently used m banking and mercantile 
circles should be well understood by all students of banking and others 
who havt to deal With banking matters Banking terms arc not only useful 
to banks but to the mcrcanlile community as well Mercantile terms are 
equally useful lo traders, businessmen and bankers In fict, binkers have 
most of their lending business with traders and businessmen and trading 
communities manage most of their purchase and sate operations rnuied 
through banks It is therefore essential that all concerned must be well versed 
With the terminology used in each other’s spheres While some of the terms 
appear in various chapters m this book, some other important terms arc 
being discussed below in a categorical manner 

BANKtNa -ICRSfl 

1 Dl^eretiifal Rate of hieresi 5’cAemr (DR!) This Scheme was 
tntroduced by the Government of India m 1972 m order to confer special 
benefits on the weaker sections of the community In the initial stages, this 
scheme was introduced in selected centres only but m May, 1977 it was 
extended to (he entire country 

Under the Scheme, individualt With income not exceeding R» 2,000 In 
the rural areas and Rs 3,000 in urban areas arc eligible to obtain limited 
finance at a fixed rate of interest, vir, 4% per annum from banks Under the 
Scheme, as amended in February 19S0, the opcraimg banks can grant 
advances upto Rs 6 500 by way of composite loan to borrowers who answer 
to the following descriptions 

(1) who have really no titigiWe security to offer, 

(2) who cannot produce a guarantee of a well to*do party, 

(3) who arc prepared to work hard, 

(4) who can be helped to rise above their present economic levels m a 
productive endeasour withm a period of 3 years and 

(5) who do not incur liability to two sources of finance at the same 
time 

Borrowers, who dcscnc DRI advances, are persons of scheduled tnbes 
and scheduled castes engaged in modest scale of agriculture, persons cngigcif 
in processing of forest products, small scale industrialists, Milage artisans, 
indigent students going in for higher education, physically handicapp'd 
persons pursuing a gainful occupation, and orphanages and women's houses 
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engaged in making saleable goods io//iB/r^, 

Banks are required to lend under the Scheme minimum 1% (U for 
smaller banks having deposits of IMS than Rs 25 erores) of their aggregate 
advances as at the end of the previous year Ranks may route credit under 
the Scheme through cooperative socielies/LAMPS As at the end of 
necember 19'79 public sector banks and private sector banks had extended 
advances amounting to Rs 139 49 erores and Rs 2 74 erores respectively 
2 Uad Bank Schtme. This Scheme was first introduced in December, 
1970 It marked a basic Hepatturc In the functioning of banks m India as for 
ihe fust time credit was to be allocated giving a concrete shape to the 'area 
annroach ’■ Under the Scheme, the district has been taken as the operating 
unit as this is Ihe base of administration All districts numbering 336 have 
been allocated among the public sector bunks and Iwa private sector banks 
The bank to whom development responsibility of a particular district is 
asswned IS called 'Lead Bank’ Every Lead Dank has to formulate District 
Predit plans (DCPs), for a uniform period of 3 years and also annual action 
olans in December each year so that Ihesc plans arc more or less synebton 
ued with the Pive Year Plans of the Government The draft DCPs are to be 
Bnaliscd at the Dtstnet Consultative Committee (DCC) meeting after etrcula- 

tion to all th^ agmcies CO pursuance of the ’Aren Approach’, 

hanks have beep adopting villages under the -Village Adoption Scheme for 
. a no financial assistance for ilie mlegraled development of village 

“ nmv'm all Its aspei'i a vihas' 

rfihe loienlial for development, preferably where eo.operative etedit laslitu- 
not made mueh headway The mam advantage of the village 
‘T-i.nnaooroach lies moplimising the inipaet of deployment of lesouiees 
adopt on app increasing number of villages adopted by btanehes of 

‘“,’ .Lnks has helped in Ihe coverage of a large number of farmers as 
different bat^b has h^p ^ li,„P„Uoral credit As at the end of 

December, 1979 banks had adopted 89,242 villages and provided finance to 

T‘vLr*dL™ri/n*rli7lcin«r Sickness m industrial undertakings 
, ihrir ullimate closure Growing sickness may cause irreparable 

a le to the nalional economy. The Reserve Bank of India has defined a 
m medium and large sectors as one which has incurred cash loss m 
be laTve r anlm .he jndgLn. of the batUc, ts Idcc.y to .near cash loss to 
the last y mioiediatc following year Sickness is 

^^uTi^cbaracterised by a worsening debtlegutt) ratio- and an imbalance in 
financial stiucluic such as the eitrrcM rario’ being less than 1 In 
oiber words 0 sick unit 13 one which works well below its break even-level on 
a eontinuin’g basis or one which fails to generate internal surplus, on a con- 
iThiswassusgesteiibslheStuilyaioup.Mup by the Nrlional Credit Council 

d headed by Pfof D R Gadgil which submiiied us report in October 1969 

* Total outside liabilities/langiWe net worth ratio 

• Current assets/Current iiabihlics ratio 
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tinuing basis, to meet its obligations and depends for its survinl on frequent 
infusion of external funds 

An industrial unit can become sick due to intcrml fictors, externa) or 
environmental factors, or 3 combination of both Only such sick units as 
have a fair chance of attaining viability mthm a reasonable period should be 
rehabilitated To try to revive a unit, which would remain permanent!) sick, 
would ultimately prove to be highly costly to the national economy, unless 
there are compelling reasons to keep a unit running on non financial consi 
derations By the end of June 1979, bank credit of Rs l,I(2crorcs was 
allowed to 345 siclc units 

5 JJnnfccrs’ Books Eftdenci A banker may be required to produce us 
books of accounts in a court of law when the banker Itself is a pariy lo a 
suit However, when i banker is summoned to produce evidence for any of 
the parties lo a suit to which a banker is not i pariy, it has been exempted to 
produce original account books in the court Instead, it is allowed lo produce 
a ccrlified copy of the Account Section 4 of the Bankers Books LviJcncc 
Act, 1891 lays down that, a certified copy of any entry m a bankers books 
shall in all legal proceedings be received as pnma facie evidence of the exis 
tctice of such entry and shall be admitted .is evidence of the matters, irans 
actions and accounts therein recorded in every case where, and to the same 
extent as, the original entry itself is now by law admissibl®, but not furtlier 
or otherwise ' According to Section 2(3) of the same Act, bankers books 
include ledgers, day books, cash books, account books and all other books 
used in the ordinary business of a bank 

This provision has relieved the bankers from great hardship and incon 
vcnicncc which they would otherwise have faced during working hours of the 
bank in producing original account books in law courts However, a banker 
is not exempted from producing account books before the Police under 
Section 94(3) of the Criminal Proceduic Code Under Section 5 of the 
Evidence Act, a Police Officer mcharge of a Police Station can inspect the 

account books of the bank concerned 

6 CertijiedCepi A banker is required to produce a ‘certified cop)’ of 
original entries m the account books as an evidence in law courts, especially 
where the banker itself is not a party to a suit According to Section 2(8) 
of the Bankers' Books Evidence Act, 1891, a ccttifivd copy mcaiiv a copy of 
any entry in the books of a bank together with a certificate written at the 
foot of such copy that it » a true copy of such entry, that such entry is con- 
tamed in one of the ordinary books of the banker and was made in the usual 
and ordinary course of business and that such book is sutl m the custody of 
the bank ’ 

7 Dtscounlmg of Bills When s holder of a bill of exchange does not 
want to wait till maturity to receive proceeds of the bill, he may choose to 
discount It with a banket and obtain funds immediately 'Discounting of 
bill* means selling, or negotiating, the bill to a banker for an amount less 
than Sts face value The margin between the face value and the amount paid 
by (he bank is termed as banker’s Asemmt and is calculated by the banker #s 
interest on the amount of the bill for the period the instrument has yet to 
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run * 

The discounting banker becomes the‘holder in due course’of the bill, 
which would co%er ‘whole of the face value* Consequently, he can deal 
with the bill with full title However, before discounting a bill, the banker 
raust well satisfy litmscJf that the parties to the bill are of good standing If 
he decides to discount the bill, and if it is dishonoured on maturitj, he may 
enforce payment against any party liable on the instrument Generally, 
bankers debit the account of the customer concerned With the amount of the 
bill plus the charges for nolmg/prolesting incurred in connection with the 
dishonour 

8 Domiciling of Bills Traders, who have accepted bills of exchange, 
usually like to‘domicile’them with tbcir bankers When a bill has to be 
domiciled the acceptor must write ‘Payable at the Bank Lid 
(place) But before domiciling a bill, the trader must make adequate arrange, 
ments with his banker The Jaiter charges a nominal commission in lieu, 
called ‘domiciJe commission’, and asks bis ciislomer to sign an indemnity 
bond to make good ary loss incurred by the banker meffeciingsuch payment 
On matufitj the holder of the bill must present jf for payment at the bank to 
which the bill is domiciled If dishonoured, payment should be enforced 
against the acceptor 

9 Fi'Kcif Z.MII A fixed loan is a lending by a banker m a lump sura 
repayable m instalments over a period of time as agreed (o by the borrower 
and the bank 

The borrower receives full payment of the loan on tbe date of executing 
the documents and therctfier, as agreed upon between him and tbe bank, he 
goes on repaying cither in monthly, quarierlyv halfyearly or yearly instal 
ments, depending upon tbe cash inflow and the proStabilily of the venture 
Interest will be calculated on the outstanding balance which diminishes with 
each instalment paid 

10 Cash Credit 'Cash Credit' is an arrangement between the bank and 
the borrower whereby the former fives a hrmt and permits the latter to draw 
thereunder A cash credit Inmf is generally granted for meeting the viorkirg 
capital needs of a trading or induslrial unit including carrying of the rnven 
tory, payments for wages, freight, rent etc, aad is secured by pledge/hjpothco- 
ation of stocks Like a current account, a cash credit account can be operated 
upon by drawing cheques and crediting amounts m the account whenever 
desired fay the borrower The credits so made arc available for subsequent 
Withdrawals but wiihm the overall limit Interest is charged on the out 
standing balances, i e , on the actual money borrowed plus interest applied and 
not on the limit fixed The customer can withdraw whenever he needs and 
deposit (repay) whenever he has surplus funds and this helps him save 
interest The cash credit limit is initially sanctioned for a period of one year 
and if the operaiions are satisfactory rt is renewed 

11 IVarkvig Capital Working capital is the amount by which current 
assets exceed current liabiliiics in any business establishment Current assets 

»S £ 7hoaa5,Commeret JisThearj andPrarhcf Londoa, 543 
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in the form of onshore assets—are low or non existent for offshore 
banks 

(2) Licence fees are generally low 

(3) For large international banks entry is relatively easy 

(4) Taxes and levies on offshore business are virtually non-cxistent 

(5) These centres offer proximity to important loan outlets or deposit 
sources 

14 Frauds m Banks Banks are required to handle a large number of 
transactions They receive money from customers and pay out the amounts 
in accordance with the mandates of iheir customers Demand drafts, pay 
orders, etc , are issued by banks and these instruments are also paid out by 
them They collect cheques and offer a variety of services to their customers 

There may be cases when certain unscrupulous elements commit frauds' 
on banks Normally it is seen that many frauds occur owing to non- 
adherence to the laid down procedures, arrears in intcr-branch rcconcilia- 
ticns, non-balancing of books and involvement of staff m such activities 
Some of the mam categories of frauds committed either in savings or current 
accounts or in the matter of advances are mentioned below 

(1) Passing oi withdrawalsfchcqucs bearing forged signatures 

(2) Obtaining of cheque books, pass books or withdrawals through 
impersonation 

(3) Fraudulent withdrawals on the basis of stolen or forged cheque 
manifolds 

(4) Payment of chemically altered cheques 

(5) Collection of chemicolly altered cheques and subsequent 
withdrawals 

(6) Purchasing of demand draffs by fraudulent transfers from the 
account 

(7) Double credit afforded m accounts 

(S) Moneys transferred by fake credit manifolds from one branch to 
another branch 

(9) Collection of demand drafts and cheques pilfered in postal transit .• 

(10) Complicity of staff membeis of banks in manipulating instruments, 
bills and books of accounts 

{11) Temporarily parting with title deeds on the borrower’s request and 
subsequently raising money with some other banks 

(12) Same goods/stock hypothecated to more than one b.mk 

(J3) Obtaining mvahd/unenforceabledocuments 

(14) Goods pledged with bank removed fraudulently from godown or 
goods pledged are deliberately overstaled/overvalued 

(15) Fraudulent articles ate pledged 

(16) Overinvoicing of goods sold to associate concerns and subsequent 
purchase of such bills by banks 

(17) Advances against forged share cartilieales or invalid transfer deeds 


• For legal meaning see ‘he term ‘Fraud* under •Mercantile Terms 
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PRECAUTIONS 

An cITectivc and adequate Internal Control Syjfem should be enforced in 
preventing frauds The following points will assist in ihe defection and 
prevention offrauds 

(1) Alt frauds start with small amounts and when not detected embolden 
the culprit to commit frauds for large amounts 

(3) Staff members indulging m piivate business are potential suspects in 
fraud cases They should be under a close and constant watch 

(3) Sudden affluence or rise IB standard of living of an employee should 

be Viewed with suspicion 

(4) Non implementation of roniioii of duties among staff or staff 
members not going on leave for a long time should be a matter of 
concern 

(5) Bank auditors/inspeclors should necessarily undertake test cbccliog 
of ‘nominar accounts and reconcifiation of inter branch transactions 

(6J In deposit accounts it should be seen whether the laid down 
procedures are being obserxed 
(7t Checking of cash porifoho s*’ould be done intelligently 

(8) A physical checking of documents covering the 'bills of collection’ 
should be made 

(9) Clearing Scction/Oepartraent most be kept under close check 

(!0) Caution is required m (he opening of new accounts, m collecting 
cheques, issuing cheque books and on operations on savings and 
current accounts. 

(II) ‘Kite flying’ operations m bills business should he unearthed 
Just as human beings are subject So various types of sickness or diseases, 
scope for perpetration of frauds IS always bound to octvt in banks which 
’ have to deal with large number of iransaciions 

Frauds can best be avoided if the sialT meroberv of the concerned bank 
act cautiously* 

15 Meaner Sections The term‘weaker sections* includes 
(o) Small and marginal farmers with land holdings of S acres or leas 
and landless labourers 

(b) Persons engaged in oUicr allied activities where borrowal limits for 
such activities do not exceed Rs 10.000 for each borrower 

(c) All small scale industries with limits upto and inclusive of 
Rs 25.000 for one unit 

In order to ensure thalfruils of the economic growth reach the average 
Indian, people belonging to less privileged section of the society are being 
provided financial assistance on a Ja^cr scale by the public sector banks 
The Reserve Bank of India has recommended Ihe following sub targets in the 
weaker sections under priority sector lending to be achieved by ihc naiional 
iscd banks • 

(0 40“; of totallending to the pnonty sectors At least 16%'of the 

» The number of/rauiJsbss been KiCTcaving w the public lector banli In recent 
Years. U iKteaseU ftom m ^ tS9l In test .nui |9» .n 

• So fat some 313 emflmee s h naliojiat red lonls have bt«n feund iinliy of ftiud 
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loial ad%ances should be to the africulIDral strtoj by J9S5 
(jij Direct adsances to weaker sections should reach n Icscl of at least 
50% of [he total d/rect lending to agricultural sector including allied 
actiMlies b 5 1983 

(i/i) Advances to small scale industnes falling in 'weaker sections’ should 
constitute 12 5% of the total advances by 1985 

MERCAKITLE TERMS 

1 Fiduciary Relations A relationship of trust and confidence is a 
fiduciary relation Confidence is at the ba» of innumerable transactions 
handled b> financial institutions all over the world It includes relationship 
of banker and customer, solicitor and client, parent or guardian and child, 
trustee and the trust and soon A contract between persons so related ts 
voidable if the consent was obtained by abusing the confidence It is therefore 
the duty of the person in vv horn confidence is reposed to make full disclosure 
of everything that he knows and is material to the contract, and he should 
not use ‘undue influerce' on the other party to the comracL 

2 Fraud An international misrrpreseotatioo of facts is called fraud.* 
Under Section 17 of the Indian Contract Act, 1872. a Fraud meaas aad 
includes anj of the following acts done with ‘intent to decetie* or to induce a 
person to enter into s contract— 

ri) the suggestion that a fact is true when it is cot true and the person 
making the susgestion does oot believe it to be true* 

(2) active concealment of fact by one having knowledge or belief of 
the fact, 

(3) a promise made without any intention of performing it. 

(4) any other act ‘fitted to deceive*, 

(5) any such act or omission as the law specially declares to be 
fraudulent 

3 Bailnunt The word ‘bailinent’ means ‘to deliver* or to ‘handover’ 
It involves a temporary change of possession of goods from one person to 
another for some specific purpose- The ownership of goods remains with one 
person and their possession vs iih the other According to Section 148 of the 
Indian Contract Act, 1872 

‘A ‘Bailment’ is the delivery of goods by one person to another for ,some 
purpose, upon a contract that they shall, when the purpose is accom ^ 
plished, be returned or otherwise disposed of according to the directions' 
of the person deliv enng them * 

The person delivering the goods is called the ‘bailor’ and the person to 
whom they are delivered is called the ‘bailee’ It should be noted that a 
bailment is possible in case of goods or movable property Deposit of money 
ID a bank docs not constitute bailment because the bank is not bound to 
return identical coins or currency notes which are deposited nor can the 
customer question the use to which the money deposited by him is put to 
by the banker The relauomhip between the banker and customer (depositor) 

* Avtar Singh, The Preneiples of Meremtile Law, Eastern BooL Co, Second edition. 
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IS Qot that of bailor and bailee but of debtor and creditor 

A MetcantSle Agent In the business world it is not always possible 
for a person to do everything by himself He has necessarily to delegate some 
of hts acts to be performed by another person Lnown as an 'agent’ 
According to Section !82 of the Contract Act, 1872 

‘An agent is a person eroplojcd to do any act for another or to represent 
another in dealings with third persons * 

On the basis of the definition of an ‘agent*, we can also define a 
'mcrcaniiie agent’ Thus, 'a mercantile agent » an agent having in the 
customary course of business as such, authority either to sell goods, or to 
consign goods for the purpose of sale or (o buy goods or to raise money on 
the security of goods* 

This term does not include a domestic servant, a casual employee ora 
caretaVer or a person in possession of goods for carriage or safe custody 
A person does not become a mercantile agent simply because he gives 
advice in the matters of business 

The definition of a mercantile agent includes commission ayent and 
brolwcr A mercantile agent may maU a valid pledge Section 178 of the 
Indian Contract Act 1372 provides that where a mercantile agent is in posses 
Sion of goods Of documents of title to goods any pledge made by him while 
acting in the ordinary course of business shnit be valid provided 
*(/) h« ocit with the consent of the owner, 

(rr) (he pawnee acts in good faith, 

(fiO the pawnee has no nonce that the pawner has* no authority to 
pledge 

5 Commtsston Agent He is a person, who transacts business on behalf 
of the principal, for a remuneration called commission He is generally 
employed to buy or sell goods or transact business of the principal 

6 Facior A‘factor* is a mercantile agent entrusted with the possess¬ 
ion of the goods or documents of title to goods He has authority to buy, 
sell, or otherwise deal in the goodsof his principal He has authority to 
receive the price of the goods on behalf of his principal He can also apply 
‘general’ hen on the goods in his possession for his commission as well as all 
the expenses incurred on behalf of his principal 

7 Broker A ‘broker’ is an agent to negotiate or make contracts for 

not gnen possession of goods, thus he is quite distinct from the ‘factor* 
Hismam function is to bring the parlies together for the purpose of efi'ecting 
purchase or sale of goods Hh remuneration is called ‘broVerage*. 

S Del Credere Agent A del ereJere agent is another I) pc of 
mercantile agent who, on the payment of some extra commission fvallcd ‘del 
credere comroission') undertakes the realisation of ihc sale proceeds of the 
subject matter of agency from the buyers or guarantees the performance of 
the contract by any third party In ordinary cases, the function of an agent 


* The InJ-an Snte of Ceodr Art, t^W. 
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IS to effect a contract between his pnncipal and a third partj ITc does not 
ha\e any liability to realise the amount of the contract But a del credere 
agent lakes this liability A del credere agent is rot cntirel) a guarantor 
He plais a mixed part of‘insurer* as well as a ‘surety* » He is not liable to 
the bii>cr for any default on the part ofhis principal He is also not liable 
for any disputes between the principal and the bujer m connection with 
the contract or sums due 

9 Partnership The term ‘partnership* has been defined in Section 4 

of the Indian Partnership Act, 1932, as under ’ 

‘Partnership is the relation between persons who have agreed to share 
the profits of a business enmed on by all or any of them acting for a1] * 

From the aboic description, the essential features of a ‘partnership’ arc: 

(1) Partnership is aa associaiion of two or more persons, 

(2) There must be an agreement between the persons concerned 

(3) It must be organised to carry on some businest 

(4) The persons concerned must agree tn share profits of the business 

(5) The business is to be earned on by all or any of them acitngfor all 
If any of these elements is not present, there cannot be a \a1id formation 

of a partnership Two brothers hung tojtether are not partners Persons 
liung in a joint ftmily are also not partners Friends cannot be p*>rtners 
unless expressly or otherwise they agree to be partners Section 6 of the 
same Act lays down , 

‘In determining whether a group of persons is or is not a firm, or 
whether a person is or is not a partner m a firm, regard shall be bad to 
the real relation between the parties, as shown by all reles’aat facts 
tak.cn together ’ 

Persons, si ho enter into a partnership with one another, are individually 
called as ‘partners’ nnd collectively os a firm, and the name under which their 
business is camed on IS known as the firm's name An agreement between 
the partners IS called‘partnership deed’ Minors can also be partners with, 
two other major persons as partners Minors will bind the Cnti and other 
partners except themselves with their doings Though registration of a 
partnership firm is not compulsory yet disabilities and limitations due to 
non registration compel a firm to get itself registered A banker should deal 
with registered firms 

10 FOB Contracts ‘FOB’ is the abbreviated form of'Freeon 
Board’ If so agreed between the parties, the seller has to place the goods 
sold on board of a ship at his own expense fn other words loading expenses 
are incurred and borne by the seller After loading the goods are at the 
buyer’s nsk and he is responsible for freight, insurance and other expenses 
The property in the goods passes to the buyer as soon as the goodsare puton 
board of the ship The buyer gels an insurable interest m the goods and 
therefore he can get it insured In internal trade, we use the term FO R , 
which is an abbreviation of’frcc on rails’ It indicates that the seller has 
to deliver the goods duly packed at the railway station 

* Champa Ram TS Tills! Fam {1927)26 Aau Si 



JJiWik/fl/ and hUrcanilli Tfrmj 6J7 


11. CIF Contracts The abbreviation ‘C 1 P ’ indicate* that the price 
of the goods contracted for sale include* cost, insurance and freight This 
term 18 more frequently used m overseas trade Under thi* contract, the 
exporter is required 

(0 to prepare an invoice of the goods sold, 

(//) to ship, at the port of shipment, good* of the description contained 
in the contract, 

Oil) to procure a contract of affreightment, 

(h) to arrange for .an insurance, 

(v) to send to the buyer generally ibrough a bank all relevant shipping 
documents 

The property in the goods passes to the buyer on the delivery of the 
documerTfs This is the mam difTerencc between a T O B contract’ and a 
"C I r contract’ In P O B contnets. the property m the goods passes to the 
buyer immediately after the goods arc put on board Under C I P confrict* 
the buyer has to pay and receive the documents without waiting for arrival 
of the goods 

12 £r Sfiip Contracts Under the Tx Ship'contract, the seller has to 
deliver the goods to the bu)cr at the port of destination The buyer ii not 
boiJnd to pay for the goods until the seller has paid freight or otherwise has 
released the ibipowner's hen on the goods aboard the ship end arranged 
delivery at the destination The difference between a 'CI P * contract and an 
.‘Cx-Ship’ contract is that in ihc latter, the property in the goods panes to the 
buyer only when the goods arc delivered to the scllet at the port ofdesimalion 
While in the ‘C IP ’ contract, a constructive possession of the goods is given 
to the buyer to deal with the cargoes or parcel* afloat in the ’EX'Ship’ contract 
neither possession nor property m the goods are transferred to the buyer until 
the goods arc delivered to him at his port 

13 Dill of Lading A ’RiH of lading’ or B?L. is a document issued by 
shipping company acknowledging that the goods mentioned therein have 
cfp received for shipment or have been shipped, and undertaking to deliver 
ic*cargo nt agreed destination on payment of a remuneration called freight 
be bill cf lading serves three irnin purposes * Pixst, it is a’document of 
tjc'lo goods’because Its possession entitles the holder to the possession of 
Sods The ownership of the D/L passes by us endorsement and delivery to 
i?l>older Secondly, it is issued by a shippingcompany It is an cvidctwe 
rtbc effect that certain numher ofyncksgesof specified weight and markings 
ive been recciM.d b) a shipping company Thirdly, it ii a written contract 
F afTreighimcni between the shipping company concerned and the consignor 
r consignee that on payment of certain freight, the goodi would be aimed 
j the port of destination 

A bill of lading is drawn in three sets One set ii meant for the owner 
f the goods, Ihc second set IS meant for the loading broker and Ihc third 
“(IS retained by the shipping compny itself Though a H'L i* iransferraMe 
y endorsement and delivery yet » i* not considered a negotiable instrument 

•S K Verjhrte F^retfn€ie!i^rt»ifntvte^r0fFerfl(ttTf»J^yii4r7 
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It IS Inonu as a ‘quasi nccotiabic’ instranient because if the tran^cror had a 
defcctne title, the iracsferee does not get a better title even if he gets it for 
value received and in'•ood faith If a copv of a B falls into wrong hands 
and the master of the ship delncis the goods to the first presenter ssiihoot 
Inowmg abcut the conEicfintr claims, the master won’t be liable for such 
vsrocg delivers When goods are delivered oo presentation of anj of (be 
three copies of the B^L, the other copies are rendered void Ad> banter 
providing finance against a B L must ensure that the complete^etis deposited 
with the banter He must also obtain a ‘Memorandum of deposit* from 
the customer and issue a‘Stop Order’to the shipping companj A banter 
must get the B1, endorsed ‘m Want* because cndorscnj“nt ‘m full* in favour 
of (be banter mieht entail certain obligations of psjmenl of custom duties, 
other charges, freight and demunage etc. 

Bills of lading are caifgon*ed lo *eieral !>!>« as discu<5ed below 

(1| A ‘Stale Bl.’ is z bill of lading which has been passed on to the 
banter or to the consignee Ion* after it was prepared In such case the 
goods might bav e reached the port of deslmaiton long before and the holder 
or consignee will now have to pav heavj demurrage After what penod a 
bill of lading should be the considered ‘stale’ depends much on the prevalent 
cuilOTO ainonc banters and the circumstances of each case Usuallv. a B'L 
should be presented to a banter within 15 lo 30 d3>s ofiu preparation. 
If the distance bebv een the two ports is longer, the question of staleness mav 
emerge after one or two months 

(2) A Clean' bill of lading* is issued when the condition of the pachaecs 
received for shipment is apparent!) good 

(3) A‘Clansed* or‘Dirt>* bitlof lading w issued when some adverse 
remarts ore to be given about the defective packaging (sa\, 25 drums leaking, 
10 bags tom, etc) 

(4) When goods are actually loaded on the ship at the time of usumg 
the B/L, Jt IS called ‘On board' or ‘Shipped* bill of lading 

(5) Where the goods are awaiting shipment for lad of ocean earners, a 
‘Received for Shipment* bill of lading is issued 

(6) ^Vhere the freight has been paid is advance, a ‘Freight Paid* bill of 
lading IS issued 

(7) If the freight IS to be paid after the arrival ofthc goods at the port 
of destinalioD, the B/L is termed as ‘Freight CoUecl’ bill of lading. 

Besides, there may be‘Through BV or‘Transhipment B'L’and‘Charter 
Party B/L’depending upon wbetber the goods have to be transported by 
more than one souree or whether the entire vessel has been contracted on 

affreightment 

From the banker’s point of view a ‘Clean*. ‘On board’ and ‘Freight 
paid’ bill oflading is a good document 

14 Mates Receipt When goods are handed oxer lo the‘Mate’or 
‘Master’ of the ship and a regular bill of lading is not prepared, a 'Master’s 
or Mate’s Receipt’ may be issued m Leu sjwnfymg the number and martmgs 
of the packages received for shipment, came of the vesscl and names of 
consignor and consignee tlTieo the goods are actually shipped and reeular 
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B/L is ready, the Mate’s receipt issued eailKr may be exchanged for the B/L 
Where a Master cf the ship is satisfied that the person having interest in 
(he goods IS himself demanding (he regular B/L, (he former may do so wiihout 
insisting on the production of the Mate’s receipt A banker should not 
accept a Mate’s receipt unless he IS authorised (o do so by the importer or 
the correspondent bank. 



List of abbreviations Used 


ARDC Agnculiurcl Refinance and Development Corporation 

B R Act, 1949 Banking Regulation Act, 1949 

CAS Credit Aothorisation Scheme 

CCB Central Co operative Back 

CLDB Central Land Dctclopment Bank 

CRR Cash Reserve Ratio 

DBOD Department of Banking Operations and Development 

DCP District Credit Plan 

DICGC Deposit Insurance and Credit Guarantee Corporation 

DRI Scheme Differential Rate of Interest Scheme 
ECGC Export Credit Guarantee Scheme 

FSS Farmers’ Service Societies 

GOI Government of India 

ICICI Industrial Credit and Investment Corporation of India 

IDBI Industrial Development Bank of India 

IFCl Industrial Fina-ce Corporation of India 

IRCI Industrial Reconstruction Cotporalion of India 

IRDP Integrated Rural Development Programme 

LAMPS Large sired Adivasi MuUi Purpose Society 

LDB Land Development Bank 

Lie Li^e fosurance Corporation of India 

NBARD National Bank for Agncuitural and Rural Development 

NIBM National Institute of Bank Management 

PACS Primary Agricultural Credit Society 

PC Participation Certificates 

PCB Primary Cooperative Bank 

PLDB Primary Land Development Bank 

RBI Reserve Bank of India 

RRB Regional Rural Bank 

SBI State Bank of India 

SC/ST Scheduled Castc/Schedulcd Tnbe 

SCB Stale Cooperative Bank 

5FC State Financial Corporation 

SLDB State Land Development Bank 

SLR Statutory Liquidity Ratio 

SSI Small Scale Industries 

UTI Unit Trust of India 
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